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OUR ROOTS DATE BACK TO 1855,
WHEN A FEW VISIONARY, BOLD
LEADERS LAUNCHED THE MADISON
GAS LIGHT AND COKE CO. TODAY,
WE CELEBRATE OUR FUNDAMENTAL
VALUES THAT HAVE ENERGIZED

GROWTH.

¢ PRODUCING SOLID FINANCIAL
RESULTS

*ENGAGING CUSTOMERS
* PLANNING CAREFULLY
*DELIVERING DEPENDABLE SERVICE

*APPLYING INNOVATIVE SOLUTICNS

THESE ARE HALLMARKS OF OUR
STAYING POWER — FROM THE
FIRST FLICKER OF GAS LIGHT 150
YEARS AGO TO SOLAR TECHNOLOGY
TODAY. WE TAKE SERIOUSLY OUR
RESPONSIBILITY TO BE A GOOD

COMMUNITY MEMBER.
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MGE Energy

MGE Energy is an investor-owned public utility holding company
headquartered in Madison, Wis. MGE Energy is the parent company
of Madison Gas and Electric Co. The utility provides highly reliable
natural gas and electric service and promotes economic development
in south-central and western Wisconsin. in 2004, MGE Energy’s assets
exceeded $827 million and revenues were nearly $425 million. See
the MGE Energy Corporate Profile on page 21.
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“Even a cursory examination of its operating hfstory
evokes a wholesome respect for the constant managerial
ability to make the business pay and pay well while other
utilities were floundering through alternate waves and
troughs of profit and loss.”

~ Wisconsin State Journal, March 1934
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MGE Energy (MGEE)

Year at a Glance
(Thousands, except per-share amounts)

Increase/
2004 2003  (Decrease) Change
Operating Revenues $ 424,881 $ 402,570 $ 22,311 5.5%
Net Income $ 33,840 $ 30,640 $ 3,200 10.4%
Basic and Diluted Earnings Per Share § 1.77 $ 171 $ 0.06 3.5%
$ $ $

Dividend Paid Per Share 1.36 1.35 0.01 0.7%
Dividend Payout Ratio 76.8% 78.9% 21%  -2.7%
Average Shares Outstanding 19,119 17,894 1,225 6.8%
Shares QOutstanding at Year End 20,390 18,344 2,046 11.2%
Return on Average Common Equity 11.4% 12.2% -08% -6.6%
Book Value Per Share $ 16,59 $ 1434 § 225 15.7%
Market Price (Dec. 31) $  36.03 $ 3145 $ 458 14.6%
Total Market Value (Dec. 31) $ 734,652 $ 576,919  $157,733 27.3%
Total Assets $ 827,371 $ 725158  $102,213 14.1%
Total Electric Sales (kwh) 3,144,182 3,182,319 (38,137) -1.2%
Total Gas Deliveries (therms) 221,612 230,359 (8,747) -3.8%

Cumulative Five-Year
Total Return Comparison MGEE Five-Year Investment Growth

(assumes dividends reinvested)

1999 2000 2001 2002 2003 2004 1999 2000 2001 2002 2003 2004

O Initial [J Dividend O Price

B MGEE @ EE(Index A Russell 2000 Investment Appreciation Appreciation

For detailed financial information, see the 2004 MGE Energy Form 10-K. ENERGY.
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To Our Shareholders

uly 2005 marks 150 years since our predecessor company,
the Madison Gas Light and Coke Co., introduced gas

service in downtown Madison. In this report, we celebrate

INNOVATIVE ¢ VISIONARY

INDEFENDENT ¢ COMMITTED

RESOURCEFUL * FLEXIBLE

PROMPT ¢ RELIABLE

DEPENDABLE * CARING

DILIGENT * RESPONSIVE

PROACTIVE ¢ DEDICATED

ACCOUNTABLE * REPUTABLE

CONNECTED » CONFIDENT

SUPPORTIVE ¢ STRONG

the staying power of a tenacious community energy
company that thrives on fundamental values. We reflect on past
achievements to honor the utility pioneers who laid a solid
foundation for growth. And we focus on the values that contributed

to our staying power and guide our decisions today.

Gary J. Wolter, Chairman, President and Chief Executive Officer

UNYIELDING FINANCIAL STRENGTH

Your company'’s staying power is built on a solid financial base. We responsibly
manage resources to meet customers’ needs and build long-term value for you,
our loyal investors. Our results speak volumes.

MGE Energy produced record earnings of $1.77 per share in 2004, up 6¢ a
share over the previous record set in 2003. For five consecutive years, we have
achieved the best financial results in company history. MGE Energy’s operations
primarily reflect our utility subsidiary, Madison Gas and Electric Co. (MGE).

Our commitment to be a strong income producer has not wavered since we
started paying dividends annually in 1909. Our solid financial position allowed
your board of directors to increase dividends each year for the past 29 years.
Only 120 companies in the nation provided consistent dividend growth for
25 or more years.




PRODUCING EXEMPLARY RESULTS

MGE Energy’s stock price hit $36.03 per share at the closing bell on Dec. 31,
up 15% from year-end 2003. Over the last five years, our stock price rose an
impressive 79%. Our outstanding market performance surpassed several major
indexes. The Dow Jones Utility Average (DJUA) was up only 18% while the Dow
Jones Industrial Average (DJIA), Standard & Poor's (S&P) 500 and Nasdaq posted
five-year losses.

Consistent dividend growth and significant gains in value produced an exceptional
five-year total return. A $100 investment in 1999 more than doubled to $232
in 2004, with dividends reinvested. Our five-year compounded annual average
return of 18.3% outpaced the Edison Electric Institute (EEI) and Russell 2000
indexes. The EEl Index ranks our five-year total return among the top 15 mid-small
cap utilities in the nation.

MGE Energy’s financial performance earned one of Value Line's top ratings for
financial strength and its highest ranking for a safe investment. MGE maintained
the highest S&P bond rating (AA) of all combination gas and electric utilities in the
nation. S&P recognizes several company strengths including our “stable customer
base, limited unregulated activities and supportive regulatory environment.”

ENERGIZING A PROSPEROUS ECONOMY

In 2004, Forbes and Inc. magazines identified Madison as one of the best places
in the nation for business. Qur customers confirm it. Nonresidential construction
in Dane County hit a record $535 million in 2004. MGE’s new commercial service
installations increased significantly — up 11.4% for gas and 20% for electric. Low
interest rates and a healthy marketplace helped propel Dane County home sales
to a record level for the third straight year.

Experts predict our economy will continue its stellar performance. Job growth
in Madison is expected to surpass the national average through 2008. And
projections show Dane County will add nearly 100,000 residents by 2025. Vibrant
economic growth brings new challenges for meeting customers’ energy needs
and maintaining our exceptional quality of life.

Key gas system projects help meet growing demand -
from Madison’s east side to western Dane County. MGE
Foreman Francis Stanek (left) and Steve Stehling, MGE
Manager — Gas Systems Engineering, inspect a new gas
main that increases pressure and reliability for fast-growing
Mt. Horeb and communities to the west.

H Earnings Per Share I

$167 $1.60 $1.71 $177
167 162 $169 217

2000 2001 2002 2003 2004

Dividends Paid Per Share
(rounded)
$1.36
p

$0.53

1975 2004

1999-2004 Stock Price
(% change at Dec. 31)

79%

-6% -18% -47%

Nasdag

1999-2004 Compounded
Annual Average

Total Return
(assumes dividends reinvested)

18.3%

11.8%

6.6%

MGE EEI Russell
Energy Index 2000
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FIRING UP A NEW PLANT

MGE is in the final stages of preparing the West
Campus Cogeneration Facility (WCCF) to produce up to
150 megawatts (MW) of electricity by the summer of
2005. Located on the University of Wisconsin (UW)-
Madison campus, this natural gas-fired plant also will
expand the UW'’s heating and cooling capacity.

Siting WCCF in the heart of Madison required unprece-
dented collaboration and flexibility. We listened
carefully to stakeholders and found solutions. The
result is a clean, highly efficient plant that is a vital
source of local power.

ANTICIPATING GROWTH

MGE has options to own up to 100 MW of power
from two clean-coal plants planned in southeastern
Wisconsin. In addition, projections show we need
another 200 MW of power by 2014 1o meet customers’
growing demand.

A recent study also confirmed Dane County urgently

needs four high-voltage transmission lines over the next
10 years. Environmentalists, public-interest groups and
utitities worked side-by-side to evaluate a wide range
of alternatives. This effort revealed that transmission

lines are needed even with greater conservation.

ENGAGING CUSTOMERS

With substantial infrastructure improvements on the
horizon, we invited all electric customers to Community
Energy Conversations meetings. Going neighborhood
by neighborhood, we explained the area’s energy
outlook and asked customers to share their ideas.

No other utility in the country has involved customers
to this extent in developing a balanced, reliable
energy supply. Our customers' priorities and values
will help shape the energy future for our children
and grandchildren.

MGE is a national feader in
engaging customers in planning
for a responsible energy future.
At neighborhood meetings, Greg
Bollom (left), MGE’s Assistant
Vice President — Energy Planning,
explains the growing need for more
power and encourages customers
to weigh in with their opinions.

HARNESSING MORE WIND POWER

In 2004, we signed a long-term agreement to buy 40 MW
of wind energy from a facility proposed in east-central
Wisconsin. With this purchase, 5% of MGE's annual
energy demand can be met with Wisconsin-based
renewable energy sources. Wind farm construction
could start in 2005, pending regulatory approval.

GOING BEYOND REGULATIONS

MGE was one of the first companies to enroll in the
state’s Voluntary Emission Reduction Registry. This
Department of Natural Resources (DNR) program
recognizes efforts that go beyond regulatory compli-
ance. Qur achievements include burning paper-derived
fuel (PDF) at Blount, operating compressed-natural
gas vehicles, using ultra-low sulfur diesel fuel in
generators and reducing emissions at our jointly
owned coal plant.

Our employees’ tireless efforts resulted in Blount
Station receiving ISO 14001 certification. Blount is
the first power plant in the state to meet this inter-
national standard for environmental management.

Our team already achieved some of
the plant's voluntary environmental
goals. Blount burned a record 14,640
sB.ILAoTl'I'gE tons of PDF last year. This reduced
50 14001 czmFiE | €Missions by replacing about three
weeks’ worth of coal and saved
landfill space by burning more than 2 million cubic
feet of nonrecyclable material. A new contract for
recycling fly ash also should keep more than 20,000

tons of this waste out of the landfill each year.

ACTING NOW FOR CLEAN AIR

MGE helped launch a public-private partnership that is
pioneering a voluntary effort to ensure Dane County
continues meeting air-quality standards. The alterna-
tive could result in mandatory regulations that would
cost area businesses and residents millions of dollars.

The partnership seeks to reduce ground-level ozone
(smog). The DNR declares a Clean Air Action Day
when conditions indicate ozone levels could get
high. Businesses, government agencies, schools and
citizens then take steps to reduce air pollution.




Burning a record amount of
paper-derived fuel (PDF) at
Blount Station in 2004 required
close coordination between
Charles Edwards (left), Madison
General Fuels Plant Manager, and
C. Ray Phillips, MGE Supervisor -
Fuel and Environmental
Compliance. PDF is a mixture
of pre-consumer paper and
plastic wrap that can’t be
recycled. Since 1993, the PDF
burned at Blount saved 91,800
tons of coal and nearly 22 million

Since transportation is the largest source of ozone poliution, MGE encourages
employees to car pool, bike or walk to work. We also reduce emissions by conserving
energy in our facilities, burning less coal or postponing ash and coal handling.

COMPETING IN A REGIONAL ENERGY MARKET

MGE’s new $4 million energy management and market trading system helps
ensure we are ready to compete in a changing wholesale power market. The
Midwest Independent Transmission System Operator plans to launch an energy
market that will change the way utilities in our region buy and sell electricity.

Over the last three years, MGE joined with other Wisconsin stakeholders to
advocate policies that protect customers and investors in this dynamic marketplace.
Our voices were heard. The Federal Energy Regulatory Commission granted
Wisconsin utilities safeguards against penalty charges for the next five years
while our state’s overburdened transmission system is improved.

ACHIEVING FINANCIAL GOALS

Relentless dedication drives us to work hard every day to improve operations,
exceed customers’ expectations, be a good neighbor in our communities and
provide you with a guality investment.

Thank you for trusting MGE Energy to help achieve your financial goals.

A

Gary J. Wolter
Chairman, President and Chief Executive Officer

MGE Renewable

Energy Generation*
(total megawatt-hours)

276,725

e

83,753

1995-1999 2000-2004

* Electricity produced from methane gas;
wind and solar power; and pre-consumer
waste paper and plastic.

Nonresidential
Construction
in Dane County
($ mitlions)
$535

$222

1995 2004

2004 Value Line Ratings

Central

Electric
MGE  ytility
Energy average

Financial

Strength A B+
Safe

Investment* 1 3

*1 is the highest safety ranking.

MGE Energy Assets

($ millions})
$827
3

$607

2000 2004
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Every minute. Every day of the year.

We're there when customers need us.

hen the natural gas-fired West

Campus Cogeneration Facility (WCCF)
starts operating in 2005, MGE customers
will have another 150 megawatts of
locally produced power to help meet their
growing needs. WCCF also will expand
heating and cooling capacity on the
University of Wisconsin-Madison campus.
This state-of-the-art facility will be one
of the cleanest, most efficient plants in
the Midwest.

Over the last 15 years, MGE’s conservation
initiatives helped customers save enough
electricity to power more than 57,000
households for one year. But conservation
alone won't offset projected growth.
MGE has options to own up to 100 MW
of clean-coal electric generation planned
in southeastern Wisconsin. In addition,
we must determine how to meet another
200 MW of electric demand by 2014 to
keep pace with growth.

MGE invited all electric customers to
Comimunity Energy Conversations meetings
to help plan for a responsible energy future.
Customers learned about future energy
needs - and the tradeoffs involved when
choosing different types of generation.
MGE gained insights into customers’
priorities, which will play an important
role in our decision-making process.

Fast action by Madison’s Rapid Response team
and MGE convinced Schoep’s Ice Cream to stay
and grow in Madison. Founded in 1928, Schoep’s
will invest $8 million in a new refrigerated storage
and distribution facility. MGE Business Development
Manager John Drury (left), Schoep's President
Paul Thomsen and MGE Senior Marketing
Representative Bob Maney worked together to
help seal the deal.

MGE and contract crews
worked nearly around
the clock to restore
power after a tornado
whipped through
Madison in June 2004.
It was the worst storm to
hit this area in 10 years.
Workers cleared debris
and replaced damaged equipment. MGE service
was restored to all customers within 72 hours.

“It has been
the policy of
this Company
to always be
ready and able
tc meet the requirements
of our customers promptly
and adequately at all times.”
—1925 MGE newspaper ad

Through decades of significant
growth, we have anticipated
customers’ needs and delivered
reliable service. It took careful
planning and foresight to
install poles, wires and pipes
in the right places at the right
time to satisfy customers. Our
team also worked diligently
in emergencies to restore
service — day or night, in
any weather.

As a community
energy company,
we also have a
long tradition of
taking responsi-
bility to help
improve the
quality of life
for everyone
who lives here. Our employees
generously volunteer time to
make a difference. Since 1968,
the MGE Foundation also has
funded thousands of requests
from community groups and
worthy causes.

mGe
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Anticipating needs. Partnering for progress.

Investing in solutions. You can count on MGE.

GE is ready for the new Midwest

wholesale power market. Preparing
for this industry change required three
years of planning, design and renovation.
It culminated with the installation of
a $4 million state-of-the-art energy
management and market trading system.
The new equipment provides better data
access and added flexibility for managing
energy load and delivery.

MGE is a leading member of the Dane County
Clean Air Coalition. Businesses, government
agencies, schools and citizens work to curb
ozone (smog) when high levels are predicted.
Transportation is the biggest source. 50 MGE
employees, like Customer Loyalty Manager
Karen Matteoni, will bike to work while MGE
takes other steps to reduce emissions.

MGE is working with a broad-based,
public-private group to measure the
effectiveness of our new stormwater-
filtering system - the first privately owned
system in the state. MGE teamed up with
the Wisconsin Department of Natural
Resources, Department of Transportation,
State Lab of Hygiene, U.S. Geological
Survey and two private firms. We will
test runoff from at least 15 storms. The
results will help determine how well
this system captures debris, toxins and
nutrients before they reach Wisconsin’s
lakes and rivers.

Madison resident Nikky Hoffmaster is a new
homeowner who will enjoy greater comfort and
lower energy bills — thanks to efficiency improve-
ments funded by MGE grants. Since 1997, MGE
has awarded grants surpassing $375,000 to help
ensure the long-term affordability of more than
260 homes for lower-income families.

. PROAGTIVE

In 1930, an
ambitious
program in
downtown
Madison
replaced overhead poles
and wires with under-
ground electric lines.
This network system was
revolutionary for that era,
typically found only in
Chicago, New York and
other large cities.

The foresight of our utility
pioneers has allowed down-
town Madison customers to
benefit from the most reliable
form of utility-supplied power
for more than 70 years.

MGE also achieved one of the
tightest, leak-proof gas systems
in the country in 1983. We
were one of the first utilities
in the nation to
replace cast-iron
gas mains with
steel pipe.

MGE recently
spearheaded an
effort to create
the Capital Ideas
Technology Zone, which
fostered greater cooperation
among five communities
and Dane County. As a result,
nearly $1.1 million in state
tax credits were awarded to
six area firms.

ENERGY.
150 years of STAYING POWER
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Caring about people and the environment

inspires MGE to go beyond what'’s expected.

" pioneering company that leads by

example.” That's how the Wisconsin
Department of Natural Resources described
MGE when announcing we were one of
the first companies to participate in
the state’s Voluntary Emission Reduction
Registry. This program recognizes our
efforts to go beyond regulatory compiiance
where sound science and cost-effective
technologies exist.

Blount Station was the first power plant
in Wisconsin to receive the internationally
recognized ISO 14001 certification for
environmental management systems. This
voluntary program requires annual goals
and recertification every three years.

Blount set a record for paper-derived
fuel (PDF) usage in 2004. Burning 14,640
tons of PDF replaced enough coal for
about three weeks of operation, reduced
emissions and saved more than 2 million
cubic feet of landfill space. PDF is a mixture
of shredded pre-consumer paper and
plastic wrap that can't be recycled.

A new contract for recycling fly ash should
save more than 20,000 tons of waste from
going to the landfill each year. The fly
ash is used as structural fill in an lowa
limestone mine.

Nanotechnology breakthroughs come in small
packages at Platypus Technologies. In 2000, CEQ
Barbara Israel, Ph.D., started this firm in the MGE
Innovation Center. Today, Platypus’ 21 employees
have outgrown jts incubator space. The company
soon “graduates” to the Fitchburg Technology
Campus where it will occupy 8,000 square feet.

MGE’s wind power
capacity will increase by
500% when we start
buying 40 megawatts
of clean energy from
a new wind farm near
Waupun, Wis. This new
source of renewable
energy will produce
enough power to
serve about 14,000
homes each year. Construction on the wind farm
may begin in 2005 if approved by the Public Service
Commission of Wisconsin.
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INNOYATIVE

“The Company
is cognizant of
its obligation
to generate
power with the
lowest possible amount of
impurities from its power
plant stacks, and has had
a continuing program to
reduce these emissions
since 1945.”

1969 MGE Annual Report

For more than 25 years,
MGE has funded research
and pilot projects to find
cost-effective ways to tap into
renewable energy. Today’s
sources include our wind
farm, alternate fuel and
photovoltaic installations.
We also buy clean electricity
generated with methane gas
at a Dane County landfill.

Recognizing
the value of a
“brain-powered”
economy, we
launched the
MGE Innovation
Center in 1989.
It has nurtured
and stimulated
the growth of more than 70
technology-based enterprises.

ENERGY.
150 years of STAYING POWER
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MGE delivers on our respensibility to be a good neighbor.

GE embarked on a multiyear

expansion of Blount Substation to
improve electric reliability for Madison'’s
fast-growing downtown and near east
side. Over the past five years, about
$466 million was invested in nonresidential
construction in downtown Madison. In
addition, a renewed interest in downtown
living spurred development of about 660
condominiums — more than four times
the units built from 1980 to 2000. Another
800 units are planned over the next
five years.

MGE and the American Transmission Co.
built two bike paths in Madison. They
increase safety and provide vital links to
existing bike paths. The work was part of
an underground transmission line project,
which supplies electricity to the new
Tokay Substation on Madison’s west side.

MGE finished a three-year
project in Prairie du Chien,
replacing all copper
services with plastic
pipes. MGE Distribution
Fitter LuWayne Mathson
(standing) checks on the
: ; progress of work at a
Prairie du Chien home. This upgrade improves
reliability and safety for our natural gas customers.

Deeply rooted in our communities,

A business retention and expansion study
reached more than 70 firms in Middleton.
MGE partnered with the city, local chamber
and Wisconsin Department of Commerce
to help identify business needs and
growth opportunities.

Thousands of people attended Safety
Saturday last summer, which featured
more than 25 public safety agencies and
businesses. This marked the eighth year
MGE was a major sponsor of this event
in downtown Madison.

MGE recycled enough waste wood, cardboard
and paper to save nearly 1,900 trees so far while
building the West Campus Cogeneration Facility.
About 1,500 tons of concrete and metal also were
recovered and reused. With help from WasteCap
Wisconsin, Inc., 85% of the construction waste
was recycled, surpassing MGE’s goal.
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“It is our desire
and intention
to always give
a full dollar’s
worth of service
for every dollar paid us,
and to do our work mindful
of our obligations to the
community of which we
are a part.”

—1920s MGE newspaper ad

In 2004, MGE received the
Neighborhoods USA Notable
Award for our long-term
support to improve quality of
life. MGE invested more than
$500,000 in Neighborhood
Revitalization Grants since
1998. The funds helped
increase energy efficiency
in five major low-income
redevelopment projects.

Since 1993,
area businesses
tapped into nearly
$23 million in
MGE’s Shared
Savings loans for
energy-efficient
equipment.
These measures
saved about 2.1 million
therms of gas and 10.5 million
kilowatt-hours of electricity.

moee
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mee CONSOLIDATED STATEMENTS OF INCOME

For the years ended December 31 2004 2003 2002

(Thousands, except per-share amounts)

Operating Revenues

REGUIALE (..o $422,149 $401,547 $347,096
Nonregulated ... 2,732 1,023 —
Total Operating REVENUES.....cccooieiriiicrie e svee e 424,881 402,570 347,096

Operating Expenses

Fuel for electric generation.......ccccovvcceiivnvien e 43,553 41,557 38,210
PUIChAsed POWEN .......uuiiiiiie et eeee e et enaeees 52,052 49,521 44,607
Natural gas purchased......cococviecriicrcirii e 114,506 104,066 73,412
Other operations and maintenNance .......coccvevceiieeceicciie e 115,185 111,636 92,514
Depreciation and amortization ......c.cccccciveniicnin e, 24,917 23,344 29,362
Other general taxes ...t 12,715 11,592 10,861
Total Operating EXPenses.... .. iirreie e ieeee s vieeee e sriieee s 362,928 341,716 288,966
Operating INCoOME ..ottt 61,953 60,854 58,130
Other INCOME, NET...uviiicciii bbb s 3,977 1,500 2,476
INTEIESt EXPENMSE oottt ittt et e et (11,434) (11,813) (12,686)
INCOME befOre INCOME tAXES... .. eeviiireeiis et eeee s re e reer e 54,496 50,541 47,920
INCOME tAX PrOVISION .eciiiiiiiiiiie ettt sere e e e et (20,656) (19,901) (18,727)
NEL INCOME.......ooiiiiiiii ettt e s st rr e $ 33,840 $ 30,640 $ 29,193
Earnings Per Share of Common Stock — Basic and Diluted.............. $ 177 $§ 1.7 $ 1.69
Dividends Paid Per Share of Common StocK..........ccccevvrvrnnieninnn $ 136 $ 1.35 $ 134
Average Shares Outstanding — Basic and Diluted.........c.ccoco s 19,119 17,894 17,311

For detailed financial information, see the 2004 MGE Energy Form 10-K.
14 150 years of STAYING POWER



P ONSOLIDATED STATEMENTS OF CASH FLOWS IS

For the years ended December 31 2004 2003 2002
(Thousands)

Operating Activities

NET INCOMB ..ttt et saaae e e $ 33,840 $ 30,640 $ 29,193
ltems not affecting cash:
Depreciation and amortization ........cccccevevvvviviniine e 24,917 23,344 29,362
Deferred iNCOME 1aXES.....ccovvvie it et 8,832 8,075 4,186
Amortization of investment tax credits......ccoccvevveviereereeireriinen, (502) (516) (520)
Equity in earnings in ATC™.......coe i e (4,236) (3,687) (3,316)
Amortization of debt issuance costs and bond expense............ 516 484 368
Other TTEMS e 639 (514) (380)
Dividend income from ATC ... e 3,055 2,640 2,714
Prepayments 10 ATC. ... et — 5,000 (5,000)
Gain on the sale of Property.....ccoori e (938) — —

Changes in working capital, excluding cash and cash equivalents,
current long-term debt maturities and short-term debt:

INcrease in CUrrent assets.....ccccovievieeeeriiee e e ser e sie e (26,495) (13,412) (13,170)
Increase in current labilities. ... 8,004 5,740 13,336
Special billing projects — ATC ....ccoovcviiiv e e e 10,657 — —
Other noncurrent items, NEt........oooiiiiiviiiiiiie e 4,025 9,937 (527)
Cash Provided by Operating Activities........ccoovvvvivinicivnncniennenn 62,314 67,731 56,246
Investing Activities
Capital eXpenditUres.........ccvvicveieiie e (95,747) (82,970) (77,001)
ATC - capital contribution.........ccocceiii e (3,475) — —
Advance to ATC related to WCCF* ... (2,308) (9,223) (1,281)
increase in nuclear decommissioning fund.......ccccccovviieeinncene.. — — (7,804)
Proceeds from sale of property.......ccccccvvcriececieieieceeee e 1,592 — —
01 o1 S PO (277) (410) (623)
Cash Used for Investing Activities.......c....occveieivininiicieevie i (100,215) (92,603) (86,709)
Financing Activities
Issuance of common stock, Net. i 63,154 23,162 13,597
Cash dividends paid on common stocK .......cccovvveieiicin e (25,943) (24,137) (23,170)
Repayment of long-term debt ..o (20,000) (20,000) (20,000)
Issuance of long-term debt, Net ..o — 50,000 35,000
Increase/{decrease) in short-term debt........ccooeeiiiiiiii 21,595 (2,618) 24,798
10 3T U RSSO 636 (200) 484
Cash Provided by Financing Activities........cccoceoeee e 39,442 26,207 30,709
Change in Cash and Cash Equivalents..........c...ccccooiniiencevininnnn. 1,541 1,335 246
Cash and cash equivalents at beginning of period.........ccco........ 2,020 685 439
Cash and cash equivalents at end of period..........ccccoveveeriicrinnn.e $ 3,561 $ 2,020 $ 685

* American Transmission Co.
** West Campus Cogeneration Facility

For detailed financial information, see the 2004 MGE Energy Form 10-K.
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CONSOLIDATED BALANCE SHEETS

ENERGY.

At December 31 2004 2003
(Thousands)
Assets
Current Assets
Cash and cash equIValENTS .........eciiii i e $ 3,561 $ 2,020
=T 1 e T I or- T o I TR URET 876 764
Accounts receivable, less reserves of $2,755 and $2,735, respectively ............. 34,130 30,236
Other accounts receivable. ... e 22,910 7,477
UNDIEA FEVENUES. ..ottt ettt e e re s e s s s e n e s s bbb baene s 24,880 21,644
Materials and supplies, at lower of average cost or market..........ccccceevrrieneen. 9,107 7,851
Fossil fuel, at lower of average cost or market..........cccceiveivivcnnin v, 5,523 5,054
Stored natural gas, at lower of average cost or market........cocccervvvrniinicicnne 21,712 18,598
PrepPaid tAXES .. oi e ei ettt ettt ettt et e e e e e enp e 14,510 14,063
Deferred iNCOME TAXES ... ccoiitiiiiie ettt et ee et easrn e ebe s e annaesmees — 1,206
Other PrepPayMENts v et e et esaer s e snee e e 5,029 3,816
Total CUITENT ASSETS coiuiricceii ettt et e e s vresssbe e eee s e resnrne s 142,238 112,729
Deferred Charges..........ccoci oo et et s re b s 40,299 43,625
Property, Plant and Equipment, Net............ccccvmiiiiiiieceen e 480,154 449,022
Construction WOTK iN PrOGIESS ....c.uivceriiereriecrereentes e reeesie s ereeneesresreeesseeses e 127,244 88,489
Total Property, Plant, and EQUIPMENT.......ccocciiiiiieiiecee e 607,398 537,511
Other Property and INVestmMENtS...................ccveieiieecieiieeee e 37,436 31,293
TORAl ASSEES.......cceeiriieeiiteeiete e eeete ettt et ettt e et st eaees et ebe st e snerestn e seennas $827,371 $725,158

Liabilities and Capitalization
Current Liabilities

Long-term debt due within ONe year........cccc e iien e $ — $ 20,000
Short-term debt — commercial PaPer ... e 53,275 31,680
ACCOUNTS PAYADIE ..o e e e 42,488 34,103
Accrued interest and 1aXeS.....cccviicee et e e 3,101 3,028
Deferred INCOME TAXES ...ccccei i ccee ettt et eare e et e e s sate e e st e e s sareenrees 581 —
Other cUrrent Habilities.....cvvaie ettt err e s saeaee s 16,116 15,814
Total Current Liabilities. .c.oo iwreriieeece s ccce e reace e e csee e 115,561 104,625
Other Credits
Deferred iNCOME TAXES.....uiicii ettt sttt sr et e r e s e 89,627 79,936
Investment tax credit — deferred.....cccoviiicccriiii e 4,389 4,891
Regulatory 1iahilities.......ee oot 28,764 33,623
Accrued pension and other postretirement benefits .......cccocoeviininiinnin 42,138 29,947
Other deferred llabilities.......ccco i e e 6,438 6,862
Lo 2= L0 | 1= =Y L1 <P 171,356 155,259
Capitalization
Common shareholders’ @QUITY ...... .o e e 338,197 263,070
(oY Yo B =T s o 1=Y o3 OO 202,257 202,204
Total Capitalization......coci v e 540,454 465,274
Commitments and CONTINGENCIS....c.ccii it eae e — —
Total Liabilities and Capitalization..............cccccoeevii i $827,371 $725,158

For detailed financial information, see the 2004 MGE Energy Form 10-K.
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CONSOLIDATED STATEMEN OF CAPITALLZATION megrg

——————

At December 31
(Thousands)

Common Shareholders’ Equity
Common stock - par value $1 per share:
Authorized 50,000,000 shares
QOutstanding 20,389,619 and 18,343,913 shares, respectively......cccccvvicrniinne
Additional paid-in capital......cccoorieiii e
REtAINEA CAIMINGS. ittt
Accumulated other comprehensive income (10SS)........cvcvevvinrciininviniieenes

Total Common Shareholders’ EQUItY ..o ioiiniie et

First Mortgage Bonds
7.70%, 2028 SEIIES.....uviiitieeiirieeeee ettt e et e et e e eete e stee e et e e ste e s stas s sare e e es e et aae e

Other Long-Term Debt

7.49%, AUE 2007....cuiiieitiie ettt e e e
6.02%, dUE 2008.... ..ottt ettt e
4.875% 2012 Series, Industrial Development Revenue Bonds........cccccocveevennn
5.875% 2034 Series, Industrial Development Revenue Bonds............c.ooeee
B.58%, AUE 20712, ittt et
5.26%, dUB 20717 .eiiiiii it e e e re e et e e e e e e e e e e e see e s ebe e s eanenaenne
7.12%, AUE 2032.. ettt ettt n e
6.12%, dUE 2028.. ..o e
5.68%, AUE 2033 .. ittt st et a s et

Total Other Long-Term Debt ...

Unamortized discount and premium on bonds, net ...

Total Long-Term Debt ... e

Total Capitalization........cc.coo v

For detailed financial information, see the 2004 MGE Energy Form 10-K.

2004 2003
$ 20,390 $ 18,344
229,682 168,574
87,439 79,542
686 (3,390)
338,197 263,070
1,200 1,200
15,000 15,000
30,000 30,000
19,300 19,300
28,000 28,000
15,000 15,000
20,000 20,000
25,000 25,000
20,000 20,000
30,000 30,000
202,300 202,300
(1.243) (1,296)
202,257 202,204
$540,454 $465,274

150 years of STAYING POWER

17



ENERGY.

18

CORPORATE LEADERSHIP

Directors of MGE Energy and MGE

Richard E. Blaney
Retired President
Richard Blaney Seeds Inc.
Age 68

Director since 1974

F. Curtis Hastings
Chairman
J. H. Findorff & Son, Inc.

Commercial and industrial
general contractors

Age 59
Director since 1999

Regina M. Millner
President

R.M.M. Enterprises Inc.
Attorney, analyst and broker
Age 60

Director since 1996

Frederic E. Mohs
Partner

Mohs, MacDonald, Widder
& Paradise, Attorneys at Law

Age 67
Director since 1975

John R. Nevin

Executive Director, Center for
Product Management; Executive
Director, Grainger Center for
Supply Chain Management;

and Professor, School of Business,
University of Wisconsin-Madison

Age 61
Director since 1998

Donna K. Sollenberger

President and Chief
Executive Officer

University of Wisconsin
Hospital and Clinics

Age 55
Director since 2000

H. Lee Swanson

Chairman of the Board and
President, SBCP Bancorp, Inc.,
and Chairman of the Board,
State Bank of Cross Plains

Age 66
Director since 1988

Gary J. Wolter

Chairman, President and Chief
Executive Officer

MGE Energy, Inc., and
Madison Gas and Electric Co.

Age 50
Director since 2000

Audit Committee Compensation Committee
Directors Blaney, Hastings, Millner, Mohs, Nevin, Directors Blaney, Mohs and Swanson.

Sollenberger and Swanson.

Personnel Committee

Executive Committee Directors Hastings, Miliner, Mohs, Nevin

Directors Blaney, Mohs, Swanson and Wolter. and Sollenberger.

Note: Ages as of Dec. 31, 2004.

150 years of STAYING POWER




Officers of MGE Energy and MGE

Gary J. Wolter*

Chairman, President and
Chief Executive Officer

Age 50
d Years of Service, 20

Lynn K. Hobbie
Senior Vice President
Age 46

Years of Service, 19

Kristine A. Euclide

Vice President and
General Counsel

Age 52
i Years of Service, 3

Gregory A. Bollom

Assistant Vice President —
Energy Planning

Age 44
Years of Service, 22

Terry A. Hanson*

Vice President, Chief
Financial Officer and
Secretary

Age 53
Years of Service, 23

Mark T. Maranger
Senior Vice President
Age 56

Years of Service, 3

Scott A. Neitzel

Vice President -
Energy Supply Policy

Age 44
Years of Service, 7

Joseph P. Pellitteri

Assistant Vice President —
Human Resources

.- Age 56

Years of Service, 5

* Officers of MGE Energy and MGE. All others are MGE officers.
Note: Ages and years of service as of Dec. 31, 2004.

ENERGY.

Jeffrey C. Newman™*

Vice President and Treasurer
Age 42

Years of Service, 20

James G. Bidlingmaier

Vice President -
Administration and Chief
Information Officer

Age 58
Years of Service, 32

Peter J. Waldron

Vice President -
Energy Supply Operations

Age 47
Years of Service, 24

John M. Yogerst

Assistant Vice President -
Gas Operations

f Age a7

Years of Service, 24

150 years of STAYING POWER 19



ENERGY:

20

SHAREHOLDER INFORMATION

2005 Annual Shareholder Meeting

Tuesday, May 10, 2005
Marriott Madison West

1313 John Q. Hammons Drive
Greenway Center

Middleton, Wis.

Stock Listing

* MGE Energy common stock trades on
The Nasdaq Stock Market®

¢ Stock symbol: MGEE

¢ Listed in newspaper stock tables as MGE
or MGE Engy

Shareholder Services

Shareholder Services:
(from left) Katherine
Grunke, Ken Frassetto,
Jerilyn Geishirt, Lynne
Harper, Linda Carignan.

We welcome calls from shareholders.
Please notify us promptly if:
* A stock certificate is lost or stolen.

¢ A dividend check or statement is not received
within 10 days of the scheduled payment date.

* Your name or address changes.

Reports Available
More financial information is available upon
request or on the company’s Web site, including:

e Form 10-K (filed with the Securities and
Exchange Commission).

¢ A Statistical Supplement to this annual report.

National Association of Investors Corporation

NA|€° MGE Energy is a corporate sponsor of
i |

the NAIC and participates in a number

of programs including the Low Cost Investment Plan,

Investor’s Information Report (Green Sheet), Own
Your Own Shares of America and regional investor
fairs. Web Address: www.betterinvesting.org

150 years of STAYING POWER

Dividend Reinvestment and
Direct Stock Purchase Plan

MGE Energy’s Dividend Reinvestment and Direct
Stock Purchase Plan allows investors to:

e Buy common stock directly through the company.
¢ Reinvest dividends or receive cash payments.
* Deposit certificates for safekeeping.

2005 Expected Record and
Dividend Payment Dates

MGEE Common Stock
Record Dates
March 1
June 1

Payment Dates

March 15
June 15

September 1 September 15

December 1 December 15
For Assistance and Transfer Agent Inquiries

Contact MGE Energy Shareholder Services by phone,
mail or e-mail.

E-mail:
Web Address:
Madison Area:

investor@mgeenergy.com
www.mgeenergy.com
(608) 252-4744
1-800-356-6423

8:00 a.m. to 4:30 p.m.
(Central Time)
Monday through Friday

Continental U.S.:
Business Hours:

Mailing Address: MGE Energy Shareholder Services
Post Office Box 1231

Madison, WI 53701-1231

133 South Blair Street
Madison, Wi 53703

Location:

Co-Transfer Agent & Registrar

Continental Stock Transfer & Trust Co.
17 Battery Place, 8th Floor
New York, NY 10004

Independent Registered Public Accounting Firm

PricewaterhouseCoopers LLP
One North Wacker Drive
Chicago, IL 60606
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MGE Energy is the parent company of Madison Gas and Electric Co.
(MGE), which serves natural gas and electric customers in
south-central and western Wisconsin.

MGE Electric Services
Generation and Distribution
Customers: 134,000
Population: 282,000

Area: 250 square miles

Communities served: Cross Plains,
Fitchburg, Madison, Maple Bluff,
Middleton, Monona and
Shorewood Hills.

MGE Combustion Turbine A

Generating facilities:

Blount Station, West Campus
Cogeneration Facility, combustion
turbines and solar units at
Madison, the Columbia Energy
Center at Portage, a natural gas
combustion turbine at Marinette
and the MGE Wind Farm in
Kewaunee County.

A
MGE Wind Farm

o
Columbia

ﬁViroqua A Plant

MGE Natural Gas Services
Purchase and Distribution
Customers: 133,000
Population: 391,000

Area: 1,350 square miles

Prairie
du Chien

. . MGE Gas/Electric Service
Counties served: Columbia, Crawford, E MGE Gas Service

Dane, lowa, Juneau, Monroe and Vernon.

Learn more at ENEF!GY@
www.mgeenergy.com | I | I
Madison Ge Central Wisconsin
and }Elecltlxicaéo. MG%?%%Z uc MGE gg“;:;’zm uc Development Corp. MABG?%};‘LC
Est. 1896 Est. 1986

MGE Power
West Campus, LLC

Viroqua Gas Co. Est. 2003
Acq. 1992
I
Elroy Gas Co.
Acg. 1993
|
Prairie du Chien
Gas Co
Acq, 2001
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United States

SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K

[X] Annual Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

For the fiscal year ended.:
December 31, 2003

[ ] Transition report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

For the transition period from to

Commission Name of Registrant, State of Incorporation, Address IRS Employer
File No. of Principal Executive Offices, and Telephone No. Identification No.

000-49965 MGE Energy, Inc. 39-2040501

(a Wisconsin Corporation)

133 South Blair Street
Madison, Wisconsin 53703
(608) 252-7000

000-1125 Madison Gas and Electric Company 39-0444025

(a Wisconsin Corporation)
133 South Blair Street
Madison, Wisconsin 53703
(608) 252-7000

www.mge.com and/or

WWW.mgeenergy.com
(Web sites)

SECURITIES REGISTERED PURSUANT TO SECTION 12(b) OF THE ACT:

None.

SECURITIES REGISTERED PURSUANT TO SECTION 12(g) OF THE ACT:

MGE Energy,Inc. ....................

Title of Class

Common Stock, $1 Par Value Per Share

Madison Gas and Electric Company . ..... Cumulative Preferred Stock, $25 Par Value Per Share




Indicate by checkmark whether the registrants (1) have filed all reports required to be filed by Section 13 or
15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that
the registrants were required to file such reports) and (2) have been subject to such filing requirements for the
past 90 days. Yes X No___

Indicate by checkmark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not
contained herein, and will not be contained, to the best of registrants’ knowledge, in definitive proxy or
information statements incorporated by reference in Part I1I of this Form 10-K or any amendment to this
Form 10-K. X

Indicate by checkmark whether the registrants are accelerated filers (as defined in Rule 12b-2 of the Act).

MGE Energy, Inc. ................... Yes X No__

Madison Gas and Electric Company ... .. Yes__ No X
The aggregate market value of the voting and nonvoting common equity held by nonaffiliates of each
registrant as of June 30, 2003, was as follows:

MGE Energy, Inc. ................... $560,764,000
Madison Gas and Electric Company .. ... $0

The number of shares outstanding of each registrant’s common stock as of March 1, 2004, was as follows:

MGE Energy,Inc. ................... 18,441,740
Madison Gas and Electric Company .. ... 17,347,889

Documents Incorporated by Reference

Portions of MGE Energy, Inc.’s definitive proxy statement to be filed prior to April 29, 2004, relating to its
annual meeting of shareholders, are incorporated by reference into Part III of this annual report on
Form 10-K.

Madison Gas and Electric Company meets the conditions set forth in General Instruction (I)(1)(a) and (b) of
Form 10-K and is therefore omitting (i.) the information otherwise required by Item 601 of Regulation S-K
relating to a list of subsidiaries of the registrant as permitted by General Instruction (I)(2)(b), (ii.) the
information otherwise required by Item 6 relating to Selected Financial Data, (iii.) the information otherwise
required by Item 10 relating to Directors and Executive Officers as permitted by General Instruction
(D(2)(c), (iv.) the information otherwise required by Item 11 relating to executive compensation as permitted
by General Instruction (I)(2)(c), (v.) the information otherwise required by Item 12 relating to Security
Ownership of Certain Beneficial Owners and Management, and (vi.) the information otherwise required by
Ttem 13 to Certain Relationships and Related Transactions.
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Filing Format

This combined Form 10-K is being filed separately by MGE Energy, Inc. (MGE Energy) and Madison Gas
and Electric Company (MGE). MGE is a wholly owned subsidiary of MGE Energy and represents a
substantial portion of its assets, liabilities, revenues, expenses, and operations. Thus, all information
contained in this report relates to, and is filed by, MGE Energy. Information that is specifically identified in
this report as relating solely to MGE Energy, such as its financial statements and information relating to its
nonutility business, does not relate to, and is not filed by, MGE. MGE makes no representation as to that
information.

Forward-Looking Statements

This report, and other documents filed by MGE Energy and MGE with the Securities and Exchange
Commission (SEC) from time to time, contain forward-looking statements that reflect management’s current
assumptions and estimates regarding future performance and economic conditions—especially as they relate
to future load growth, revenues, expenses, capital expenditures, financial resources, regulatory matters, and
the scope and expense associated with future environmental regulation. These forward-looking statements
are made pursuant to the provisions of the Private Securities Litigation Reform Act of 1995. Both

MGE Energy and MGE caution investors that these forward-looking statements are subject to known and
unknown risks and uncertainties that may cause actual results to differ materially from those projected,
expressed, or implied. Some of those risks and uncertainties include:

¢ Weather, which enters into the calculation of MGE’s rates for service and which affects the demand for
electricity and gas and the projected and actual need for electric generation capacity to serve customers.

+ Economic and market conditions in MGE’s service territory, which affect demand for electricity and gas
and, consequently, our revenues and expenses as well as capital investment requirements to extend,
improve, or reinforce the existing electricity and gas distribution systems.

»  Magnitude and timing of capital expenditures, which affect capital needs, financing costs, and operating
expenses.

* Regulatory environment in which we operate, which can affect the way in which we do business as well
as the accounting treatment of expenses that we incur and our ability to continue carrying specified assets
and liabilities on our books.

* Environmental regulation, which can affect the way in which we operate, our operating expenses, and
our capital expenditures.

+ Availability and cost of power supplies, which affect operating expenses and capital expenditure
decisions with respect to sources of new generation.

»  Completion of the West Campus Cogeneration Facility at the University of Wisconsin-Madison, which
provides MGE Energy with an opportunity if construction is completed on or ahead of schedule, but
exposes it to liquidated damages if construction is delayed or the facility fails to operate according to
specifications.

Readers are cautioned not to place undue reliance on these forward-looking statements, which apply only as
of the date of this report. MGE Energy and MGE undertake no obligation to publicly release any revision to
these forward-looking statements to reflect events or circumstances after the date of this report.




Where to Find More Information

The public may read and copy any reports or other information that MGE Energy and MGE file with the
SEC at the SEC’s public reference room at 450 Fifth Street, NW, Washington, D.C. 20549. The public may
obtain information on the operation of the Public Reference Room by calling the SEC at 1-800-SEC-0330.
These documents are also available to the public from commercial document retrieval services, the Web site
maintained by the SEC at http://www.sec.gov, MGE Energy’s Web site at http://www.mgeenergy.com, and

MGE’s Web site at http://www.mge.com. Copies may be obtained from our Web sites free of charge.

Definitions

Abbreviations, acronyms, and definitions used in the text and notes of this report are defined below.

AFUDC allowance for funds used during construction
AMR automated meter reading

ANR ANR Pipeline Company

APB Accounting Principles Board

ATC American Transmission Company LLC

Alliant Alliant Energy Corporation

Blount Blount Station

CPCN Certificate of Public Convenience and Necessity
CO, carbon dioxide

Columbia Columbia Energy Center

cooling degree days

Measure of the extent to which the average daily temperature is above 65
degrees Fahrenheit, increasing demand for cooling

DNR Wisconsin Department of Natural Resources
DOA Wisconsin Department of Administration

DOE U.S. Department of Energy

Dth dekatherms

EITF Emerging Issues Task Force

Electric Margin electric revenues less fuel and purchased power
EPA U.S. Environmental Protection Agency

EPC Agreement Engineering, Procurement, and Construction Agreement
FASB Financial Accounting Standards Board

FERC Federal Energy Regulatory Commission

FIN Financial Interpretation No.

FTR Financial Transmission Rights

gas margin gas revenues less gas purchased

GCIM gas cost incentive mechanism

interconnection agreement
heating degree days

Generation-Transmission Interconnection Agreement
Measure of the extent to which the average daily temperature is below 65
degrees Fahrenheit, increasing demand for heating

Kewaunee Kewaunee Nuclear Power Plant

kV kilovolt

kWh kilowatt-hour

LMP Locational Marginal Pricing

MACT Maximum available control technology
MAIN Mid-America Interconnected Network, Inc.
MAPP Mid-Continent Area Power Pool

MGE Energy - MGE Energy, Inc.

MGE Construct MGE Construct LLC

MGE Power West Campus ~ MGE Power West Campus, LLC

MGE Madison Gas and Electric Company
MGE Power MGE Power LLC




Midwest ISO
Moody’s
MW

MWh
Nasdaq
NNG

NO,

NO, SIP Call

NRC

PGA clause
PSCW
RTC

RTO

S&P

SAB
SEC
SFAS
SO,

the State
uw
VIE
VOC
WCCF

Working capital

WPSC
York

Midwest Independent System Operator

Moody’s Investors Service, Inc.

megawatt

megawatt-hour

The Nasdaq National Stock Market

Northern Natural Gas Company

nitrogen oxide

Nitrogen oxide State Implementation Plan (federal rule 40 CFR Part 96,
commonly known as the NO, SIP Call)

Nuclear Regulatory Commission

Purchased Gas Adjustment clause

Public Service Commission of Wisconsin

Regional Transmission Committee

Regional Transmission Organization

Standard & Poor’s Ratings Group, a division of McGraw-Hill Companies,
Inc.

Staff Accounting Bulletin

Securities and Exchange Commission

Statement of Financial Accounting Standards (issued by the FASB)
sulfur dioxide

State of Wisconsin

University of Wisconsin at Madison

Variable Interest Entity

volatile organic compounds

West Campus Cogeneration Facility

current assets less current liabilities

Wisconsin Public Service Corporation

York International Corporation




PART 1.

Item 1. Business.

MGE Energy operates in three business segments:

»  Electric utility operations—generating and distributing electricity through MGE.
+  Qas utility operations—purchasing and distributing natural gas through MGE.

«  Nonutility energy operations—constructing and owning new electric generating capacity through its
wholly owned subsidiaries MGE Construct, MGE Power, and MGE Power West Campus.

MGE Energy became the holding company for MGE on August 12, 2002, when shareholders exchanged
their shares of MGE common stock for shares of MGE Energy common stock. The share exchange had no
accounting effect on MGE’s recorded assets, liabilities, revenues, or expenses.

MGE’s utility operations represent a substantial portion of the assets, liabilities, revenues, expenses, and
operations of MGE Energy. MGE Energy’s nonutility energy operations currently relate to the development
of a cogeneration project on the UW-Madison campus.

MGE Energy was organized as a Wisconsin corporation in 2001. MGE was organized as a Wisconsin
corporation in 1896. Their principal offices are located at 133 South Blair Street, Madison, Wisconsin 53703.

As a public utility, MGE is subject to regulation by the PSCW and the FERC. The PSCW has authority to
regulate most aspects of MGE’s business including rates, accounts, issuance of securities, and plant and
transmission line siting. FERC has jurisdiction, under the Federal Power Act, over certain accounting
practices and certain other aspects of MGE’s business.

MGE is also subject to regulation under local, state, and federal laws regarding air and water quality and
solid waste disposal. See “Environmental” below.,

MGE’s business fluctuates based on changes in weather conditions, with gas revenues generally higher
during the winter months due to heating needs and electricity revenues generally higher in the summer
months due to cooling needs.

Electric Utility Operations

MGE generates and distributes electricity in a service area covering the 250-square-mile area of Dane
County, Wisconsin. Its service area includes the city of Madison, Wisconsin.

At December 31, 2003, MGE supplied electric service to nearly 132,000 customers, of whom 117,000 were
located in the cities of Fitchburg, Madison, Middleton, and Monona and 15,000 in adjacent areas. Of the
total number of customers, approximately 114,500 were residential and 17,500 were commercial and
industrial. Electric revenues for 2003 were comprised of residential (35%), commercial (49%),

industrial (6%), sales to public authorities including the UW (8%), and sales to other utilities and other (2%).
Electric revenues for 2002 were comprised of residential (36%), commercial (48%), industrial (6%), sales to
public authorities including UW (7%), and sales to other utilities and other (3%). Electric operations
accounted for approximately 60%, 65%, and 61% of MGE’s total 2003, 2002, and 2001 revenues,
respectively.

See Item 2, Properties, for a description of MGE’s electric utility plant.




PART I (continued)

MGE is a member of MAIN, a regional reliability group. MAIN members work together to utilize better
reserve generating capacity and coordinate long-range system planning and day-to-day operations. MAIN
seeks to maintain adequate planning reserve margins for generation in the region.

MGE is part owner of ATC, a for-profit transmission company resulting from Reliability 2000 legislation
enacted in Wisconsin. Part of that legislation mandated the creation of a statewide transmission company to
own the investor-owned utilities’ transmission assets. ATC’s purpose is to provide reliable, economic
transmission service to all customers in a fair and equitable manner. ATC plans, constructs, operates,
maintains, and expands transmission facilities that it owns to provide adequate and reliable transmission of
power.

Effective January 1, 2001, MGE transferred all of its electric utility transmission assets to ATC in exchange

for an ownership interest. ATC is owned and governed by the utilities that contributed facilities or capital in

accordance with Wisconsin Act 9. At December 31, 2003, MGE has approximately a 5% ownership interest

in ATC. ATC is regulated by FERC for all rate terms and conditions of service and is a transmission-owning
member of the Midwest ISO. MGE is a nontransmission-owning member of the Midwest ISO.

On February 1, 2002, MGE started taking network transmission service from the Midwest [SO. Midwest ISO
is a nonprofit RTO approved by FERC. The Midwest ISO is responsible for monitoring the electric
transmission system that delivers power from generating plants to wholesale power transmitters. Its role is to
ensure equal access to the transmission system and to maintain or improve electric system reliability in the
Midwest.

In connection with its role as a FERC-approved RTO, the Midwest [SO is in the process of developing a
bid-based energy market, which is currently proposed to be implemented on December 1, 2004. In
connection with the development of this energy market, the Midwest [SO is developing a market-based
platform for valuing transmission congestion premised upon the LMP system that has been implemented in
certain states. It is expected that the LMP system will include the ability to mitigate or eliminate congestion
costs through the use of FTRs. The Midwest [SO will initially allocate FTRs, and it is anticipated that the
FTRs will be available through an auction-based system run by the Midwest 1SO. It is unknown at this time
the quantity of FTRs that will be allocated by the Midwest ISO or what the financial impact of the LMP
congestion pricing system might have on MGE.

Fuel supply and generation

MGE’s net kWh requirements for 2003 were provided from the following sources: 61% from fossil-fueled
steam plants, 38% from power purchases, and 1% from a combination of wind turbines, diesel generators,
and combustion turbines. Sources used depended on generating unit availability, weather, and customer
demand.

MGE has a 22% ownership interest in two 512-MW coal-burning units at Columbia. The coal inventory
supply for the units decreased from 46 days on December 31, 2002, to 45 days on December 31, 2003. The
co-owners’ current goal is to maintain approximately a 35-day inventory. The units burn low-sulfur coal
obtained (pursuant to long-term contracts) from the Powder River Basin coal fields located in Wyoming and
Montana.

Gas Utility Operations

MGE transports and distributes natural gas in a service area covering 1,375 square miles in seven
south-central Wisconsin counties. Its service area includes the city of Madison, Wisconsin.
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On December 31, 2003, MGE supplied natural gas service to more than 129,000 customers in the cities of
Elroy, Fitchburg, Lodi, Madison, Middleton, Monona, Prairie du Chien, Verona, and Viroqua; 24 villages;
and all or parts of 46 townships. Gas revenues for 2003 were comprised of residential (58%), commercial
(37%), industrial (2%), and transportation service and other (3%). Gas revenues for 2002 were comprised of
residential (58%), commercial (37%), industrial (1%), and transportation service and other (4%). Gas
operations accounted for approximately 40%, 35%, and 39% of MGE’s total 2003, 2002, and 2001 revenues,
respectively.

MGE can curtail gas deliveries to its interruptible customers. Approximately 4% of gas sold in 2003 was to
interruptible customers.

Gas supply

MGE has physical interconnections with ANR and NNG. MGE’s primary service territory, which includes
Madison and the surrounding area, receives deliveries at one NNG and four ANR gate stations. MGE also
receives deliveries at NNG gate stations located in Elroy, Prairie du Chien, Viroqua, and Crawford County.
Interconnections with two major pipelines provide competition in interstate pipeline service and a more
reliable and economical gas supply mix, which includes gas from Canada and from the mid-continent and
Gulf/offshore regions in the United States.

During the winter months, when customer demand is high, MGE is primarily concerned with meeting its
obligation to firm customers. MGE meets customer demand by using firm supplies under contracts finalized
before the heating season, supplies in storage (injected during the summer), and other firm supplies
purchased during the winter period.

By contract, a total of 4,946,852 Dth can be injected into ANR’s storage fields from April 1 through
October 31. These gas supplies are then available for withdrawal during the subsequent heating season,
November 1 through March 31. ANR’s storage fields are located in Michigan. Using storage allows MGE to
buy gas supplies during the summer season, when prices are normally lower, and withdraw these supplies
during the winter season, when prices are typically higher. Storage also gives MGE more flexibility in
meeting daily load fluctuations. Storage quantities were close to planned levels on December 31, 2003.

MGE’s contracts for firm transportation service include winter maximum daily quantities of:

* 143,650 Dth (including 86,078 Dth of storage withdrawals) on ANR.
* 56,151 Dth on NNG.
» 2,457 Dth into Viroqua’s NNG gate station.

Winter maximum daily quantities under these contracts are scheduled to increase an additional 15,000 Dth
by November 2005.

Nonutility Energy Operations

MGE Energy, through subsidiaries, is seeking to develop generation sources that will assist MGE in meeting
the electricity needs of its customers. It is currently engaged in the construction of a cogeneration facility on
the UW-Madison campus and, with MGE, is examining other potential sources of electricity including new
coal-fired plants through an initiative known as Power the Future as well as renewable forms of energy.
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Decisions on the type of energy source and its size, timing, ownership, and financing depend upon a number
of factors including the growth of customer demand in MGE’s service area and surrounding areas, the
effectiveness of customer demand management efforts, the costs and availability of alternative power
sources, the availability of transmission capacity, issues associated with siting power generation sources,
available financing and ownership structures, regulatory treatment and recovery, construction lead times and
risks, and other factors. The decisions tend to involve long time horizons due to the lead time involved in
siting and constructing new generation sources and the associated transmission infrastructure.

Power the Future Generation

On February 23, 2001, MGE secured an option to own a portion of the advanced technology, coal-fired,
base-load generation proposed in We Energies’ Power the Future plan. The plan included three new
600-MW coal-fired plants, which would be located in Wisconsin. On November 11, 2003, a PSCW order
approved issuing a CPCN for We Energies’ proposal for two of the coal facilities. Pursuant to an amended
agreement reached on January 31, 2003, MGE has the option to acquire an undivided 8.33% (16.66% under
certain conditions) ownership interest in each of the proposed coal plants or up to approximately S0 MW per
unit. If the options on Units 1 and 2 are fully exercised, MGE Energy’s share of capital costs is estimated to
be $175 million. Unit 1 is expected to begin operating in 2009, and Unit 2 is scheduled to begin operating in
2010. MGE has filed its own Certificate of Authority with the PSCW for the coal facilities and a proposed
lease structure with an MGE Energy affiliate. MGE expects PSCW approval on this filing in the first half of
2004.

WCCF

MGE Energy has undertaken, through MGE Construct, the construction of a chilled-water, steam, and
electric generation facility on the UW-Madison campus. When completed in the spring of 2005, the facility
will have the capacity to produce 20,000 tons of chilled water, 500,000 pounds per hour of steam, and
approximately 150 MW of electricity. It will be jointly owned by the State, the UW, and MGE Power West
Campus. MGE Power West Campus’ share will be leased and the entire facility will be operated by MGE.
The State and the UW will own a controlling interest in the chilled-water and steam plants in accordance
with the EPC Agreement, which will be used to meet the UW’s growing need for air-conditioning and
steam-heat capacity. MGE Power West Campus will own a controlling interest in the electric generation
plant, which will provide electricity for MGE’s customers.

MGE Energy, MGE Power West Campus, and MGE Construct have assumed certain risks related to some of
the executed agreements. In the EPC Agreement, MGE Power West Campus is responsible for cost overruns
and MGE Construct is responsible for the construction process of the entire facility, paying liquidated
damages relating to failure to achieve the Mechanical Completion Date Guarantee and/or the Acceptance
Test Capacity Guarantee. MGE Energy is the guarantor of MGE Construct’s obligations under the EPC
Agreement.

The cost to construct WCCEF is expected to be approximately $180 million in total, of which MGE Power
West Campus’ portion will be $103 million. On November 20, 2003, the State paid $19.4 million to MGE
Construct for its share of construction costs incurred since its last payment in November 2002. MGE
Construct now bills the State monthly for its share of the cost of WCCF in accordance with the EPC
Agreement. As of December 31, 2003, MGE Power West Campus had incurred $48.6 million of costs on the
project, which is reflected in construction work in progress on MGE Energy’s and MGE’s consolidated
balance sheets. These costs largely represent amounts paid under long lead-time equipment contracts in order
to meet project schedules.

10
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Environmental

MGE is subject to local, state, and federal regulations concerning air quality, water quality, and solid waste
disposal. Those regulations affect the manner in which MGE conducts its operations, the costs of those
operations, as well as some capital and operating expenditures. It can also affect the siting, timing, and cost
of new projects or other significant actions affecting the environment. MGE believes that it has met the
requirements of current environmental regulations. MGE is not able to predict the direction of future
regulations or if compliance with any such regulations will involve additional expenditures for pollution
control equipment, plant modifications, or curtailment of operations. Such actions could reduce capacity or
efficiency at existing plants or delay the construction and operation of future generating facilities.

The EPA and DNR regulate pollution and environmental control matters at MGE’s electric generating plants.
The DNR has primary jurisdiction over air and water quality as well as solid and hazardous waste standards.

The ongoing issue of global warming could result in significant costs to reduce CO, emissions. MGE does
not yet know the amounts of these expenditures or the period of time over which they may be required.

The National Environmental Policy Act and the Wisconsin Environmental Policy Act require MGE to
conduct a complete environmental review and issue a detailed environmental impact statement before
obtaining necessary authorizations or permits from regulatory agencies for certain projects. This applies to
any new projects, such as generating plants, or other major actions that could significantly affect the
environment.

Air quality

Proposed eight-hour ozone standard. In 1997, the EPA promulgated a new eight-hour ozone ambient
air-quality standard. EPA has recommended that Dane County be designated as in attainment with that
eight-hour ozone standard based upon a review of preliminary monitoring data for the county. The final
nonattainment designations will not be made by the EPA until later in 2004 and will be based upon final
monitoring data for 2001 through 2003. That data currently shows Dane County air quality to be in
attainment with the eight-hour ozone standard.

Dane County ozone levels have been increasing over time. MGE is working with the DNR and other Dane
County sources to make voluntary reductions of ozone precursor emissions and prevent the county from
being classified as a nonattainment area. If Dane County were classified as a nonattainment area, MGE
facilities in Dane County may need to meet new limits for ozone precursor emissions.

Proposed utility MACT standards. Section 112 of the 1990 Clean Air Act Amendments requires the EPA to
develop standards to control major sources of hazardous air pollutants to levels consistent with the
lowest-emitting facilities in similar source categories. MGE operates several sources that may be subject to
MACT standards including electric steam generating units; combustion turbines; reciprocating internal
combustion engines; and industrial, commercial, and institutional boilers. All sources, except Blount and
Columbia coal-fired units, are expected to be exempt from implementing additional emission-control
strategies. The EPA is expected to finalize standards for electric-steam generating units in 2004. It is
expected that MGE will be required to comply with new mercury limits by the current proposal date of
December 2007. Complying with the MACT standards would likely increase capital expenditures and
operating and maintenance expenses. Because the rules are still in the process of being developed and in the
public comment stage, it is not possible to determine exactly what impact this compliance would have for
MGE’s generation facilities.

11
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NO, SIP Call. On October 27, 1998, the EPA issued the “NO, SIP Call” rule that imposed a NO, emission
budget for emission sources in Wisconsin. The NO, SIP Call was premised upon two theories: the downwind
contribution of Wisconsin air emissions to existing one-hour ozone nonattainment areas and the downwind
contribution of Wisconsin air emissions to potential future eight-hour nonattainment areas.

On March 2, 2000, the Court of Appeals for the District of Columbia held that the EPA “acted unlawfully by
including Wisconsin in the [NO,] SIP Call” for purposes of the State’s alleged impacts to downwind
one-hour ozone nonattainment areas. However, the Court and EPA stayed that portion of the challenge
concerning Wisconsin’s alleged impacts on downwind, eight-hour ozone nonattainment areas. If that stay is
lifted and that portion of the NO, SIP Call concerning eight-hour ozone nonattainment areas is upheld, the
resulting NO, emission budget for Wisconsin could potentially affect the level of permissible NO, emissions
from Blount, Columbia, and WCCF. The new NO, limits could increase capital expenditures and operating
and maintenance expenses at those facilities.

Interstate Air Quality Rule. This proposed rule was introduced in December 2003 and would reduce
emissions of SO, and NO, in 29 eastern states and the District of Columbia in two phases. SO, emissions
would be reduced by 3.6 million tons in 2010 (approximately 40% below current levels) and by another

2 million tons per year when the rules are fully implemented (approximately 70% below current levels).
Emissions of NO, would be cut by 1.5 million tons in 2010 (approximately 55% below current levels) and
1.8 million tons annually in 2015 (approximately 65% below current levels). The EPA is expected to finalize
the rule by the end of 2005. It is expected that MGE will be required to comply with NO, and particulate
limits by 2010. Complying with the rule would likely increase capital expenditures and operating and
maintenance expenses at Blount and Columbia. -

Columbia. In December 2000, February 2001, June 2002, and January 2003, Alliant received Requests for
Information from the EPA seeking information concerning Columbia’s compliance with the Clean Air Act.
The requests appear to be part of an EPA initiative to assess the regulatory consequences of past investments
in utility generation, energy efficiency, maintenance, and environmental protection within the utility sector.
Alliant, the plant operator, has responded to all requests, but MGE has not been informed of any response
from the EPA. The plant operator has not informed MGE of any definitive increase in capital expenditures or
operating and maintenance expenses arising from the EPA’s inquiry.

Water quality

MGE is subject to water quality regulations issued by the DNR. These regulations include
categorical-effluent discharge standards and general water quality standards. The regulations limit discharges
from MGE’s plants into Lake Monona and other Wisconsin waters.

The categorical-effluent discharge standards require each discharger to use effluent-treatment processes
equivalent to categorical “best practicable” or “best available” technologies under compliance schedules
established under the Federal Water Pollution Control Act. The DNR has published categorical regulations
for chemical and thermal discharges from electric-steam generating plants.

In February 2003, Columbia received a Notice of Violation from the DNR for exceeding limits in its
Wisconsin Pollutant Discharge Elimination System permit. That matter has been referred to the Wisconsin
Department of Justice for prosecution. In addition, the plant operator has been named in a Clean Water Act
citizen suit action alleging similar violations. The Columbia plant operator has been working with the DNR
to resolve the allegations raised in these proceedings. Resolving these issues may require additional capital
expenditures to install and implement new treatment techniques. While it is possible that a court may impose
a civil penalty in these proceedings, the operator believes it can resolve these issues in a manner that will not
have a material adverse effect on the operator’s financial conditions or results of operations. See

Item 3, Legal Proceedings, regarding an action filed by Wisconsin Environmental Law Advocates U.A.

12
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On February 16, 2004, EPA signed a rule establishing performance standards for cooling water intake
structures at large power plants. The rule applies to structures that withdraw at least 50 million gallons per
day of water and use 25% of that withdrawal for cooling. The rule will have no impact on MGE’s wholly
owned power plants but may impact power plants in which MGE has a partial interest.

Solid waste

MGE is listed as a potentially responsible party for a site the EPA has placed on the national priorities
Superfund list. The Lenz Oil site in Lemont, Illinois, was used for storing and processing waste oil for
several years. This site requires clean up under the Comprehensive Environmental Response, Compensation
and Liability Act. A group of companies, including MGE, is currently working on cleaning up the site.

Management believes that its share of the final cleanup costs will not result in any materially adverse effects
on MGE’s operations, cash flows, or financial position. Insurance may cover a portion of the cleanup costs.
Management believes that the cleanup costs not covered by insurance will be recovered in current and future
rates. MGE estimates its future expense to clean up this site could range from $0.1 million to $0.2 million. At
December 31, 2003, MGE accrued a $0.1 million liability for this matter.

As a result of the Blount 69-kV transmission substation expansion, coal tar-contaminated soil and debris
within the excavation zone are being removed and disposed of in accordance with a DNR-approved
“Removal Action Work Plan.” MGE estimates cleanup costs for this site will be $1.0 million. MGE has
recorded a $1.0 million liability for the cleanup of this site with an offsetting regulatory asset (deferred
charge). We expect to recover cleanup costs in future rates. Carrying costs associated with the cleanup
expenditures will not be recoverable.

Environmental Cooperative Agreement

On September 26, 2002, MGE and the DNR signed an Environmental Cooperative Agreement under which
MGE committed to work toward superior environmental performance at its Blount plant. Among other
things, the five-year agreement requires MGE to evaluate combustion efficiency improvements, enhance new
pollution control on Boiler &, increase use of alternative fuels, attempt to increase beneficial reuse of fly ash
and bottom ash, study cogeneration possibilities, and upgrade MGE’s environmental management system to
be consistent with ISO 14001 standards. Implementing these and other actions required by the agreement
will increase capital expenditures and operating and maintenance expenses over the next five years.

As part of the agreement, MGE conducted a voluntary audit of Blount’s compliance with various
environmental laws. The auditors identified several conformance exceptions which were addressed and
disciosed pursuant to a state statute that provides for qualified civil enforcement immunity. MGE believes
that it has adequately responded to the audit’s findings and does not anticipate any further action by the state
regulators.

Employees

As of December 31, 2003, MGE had 691 full-time employees. Of these employees, 251 are covered by a
collective bargaining agreement with Local Union 2304 of the International Brotherhood of Electrical
Workers and 107 are covered by a collective bargaining agreement with Local Union No. 39 of the Office

and Professional Employees International Union. Both collective bargaining agreements expire on May 1,
2006.

13
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Executive Officers of the Registrants

Service
Effective Years as

Executive Title Date an Officer
Gary J. Wolter* Chairman of the Board, President and Chief Executive Officer ~ 02/01/2002 14
Age: 49 President and Chief Executive Officer 02/01/2000

Senior Vice President - Administration and Secretary 05/01/1995
Lynn K. Hobbie** Senior Vice President 02/01/2000 9
Age: 45 Vice President - Marketing 05/01/1996
Mark T. Maranger** Senior Vice President, MGE 04/09/2001 2
Age: 55 President and CEO, Wisconsin Fuel and Light Company 1996-2001
James G. Bidlingmaier** Vice President - Admin. and Chief Information Officer 02/01/2000 4
Age: 57 Executive Director - Information Management Systems 09/01/1994
Kristine A. Euclide** Vice President and General Counsel, MGE 11/15/2001 2
Age: 51 Partner in the law firm of Stafford Rosenbaum LLP 1982-05/1997

- Executive Assistant to County Executive of Dane County, 06/99-11/2001

Wisconsin, in which capacity she served as a senior policy 05/97-05/1999

advisor to the chief-elected official in Dane County.
Terry A. Hanson* Vice President, Chief Financial Officer and Secretary 10/01/2001 12
Age: 52 Vice President and Chief Financial Officer 05/01/2000

Vice President - Finance 11/01/1997
Jeffrey C. Newman* Vice President and Treasurer 01/01/2001 6
Age: 41 Treasurer 11/01/1997

Note: Ages, years of service, and positions as of February 1, 2004,
*Executive officer of MGE Energy and MGE
**Executive officer of MGE
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Item 2. Properties.

MGE'’s net generating capability in service at December 31, 2003, was as follows:

Net
Commercial Capability No. of
Plants Location Operation Date  Fuel (MW) Units
Steam plants:
Columbia............ Portage, WI 1975 & 1978  Low-sulfurcoal ~ 225¢*» 2
Blount .............. Madison, WI 1957 & 1961 Coal/gas 97 2
1938 & 1943 Gas 39 2
1949 Coal/gas 22 1
1964-1968 Gas/oil 35 4
Combustion turbines . ... Madison, WI 1964-2000 Gas/oil 174 6
Marinette, WI
Portable generators . . .. .. Madison, WI 1998-2001 Diesel 51 55
Wind turbines .. ........ Townships of Lincoln 1999 Wind 2 17
and Red River, WI
TOtal L e 645

(1) Base load generation.
(2) MGE’s 22% share of two 512-MW units. The other owners are Alliant, which operates Columbia, and WPSC.
(3) See ltem 3, Legal Proceedings.

MGE sold its 17.8% ownership interest in Kewaunee to WPSC in 2001. Footnote 18 of the Notes to
Consolidated Financial Statements in this report includes information regarding that sale along with a
description of MGE’s obligations for Kewaunee beyond the closing date. MGE exercised an option to buy
electric capacity and energy from WPSC through September 23, 2003.

Major electric distribution lines and substations in service at December 31, 2003, are as follows:

Miles
Distribution lines: Overhead Underground
69kV ... 7 1
13.8 kV and under ... 960 898
Distribution: Substations Installed Capacity (kVA)
69-13.8kV ......... 23 819,000
13.8-4kV .......... 32 291,000

As required by Wisconsin law, MGE and other Wisconsin electric utilities transferred their electric
transmission assets to ATC on January 1, 2001. MGE received an approximate 5% ownership interest in
ATC in exchange for its transmission plant and related deferred taxes and deferred investment tax credits.
MGE receives a return on its investment in ATC that is approximately equal to the return it would have
earned by retaining its transmission facilities. A small portion of the 69-kV lines and substations has been
classified as distribution assets.

Gas facilities include 2,234 miles of distribution mains.
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Item 3. Legal Proceedings.
MGE Energy

On November 6, 2003, Friends of Responsible Energy (FORE), an unincorporated citizen association, filed a
petition with the Dane County, Wisconsin, Circuit Court seeking judicial review of various decisions made
by the PSCW, the Wisconsin Department of Natural Resources, the UW, and the Wisconsin Department of
Administration in connection with the WCCF. Those decisions include the grant of a CPCN by the PSCW
and various environmental determinations made by the governmental parties. FORE alleges that those
decisions were arbitrary, capricious, and contrary to law and seeks to have them set aside or remanded for
further review.

MGE Energy, along with MGE and MGE Power West Campus, have intervened as a party to the proceeding.
MGE Energy believes the suit is not likely to cause any material adverse change in the WCCEF or its
construction schedule.

MGE

By letter dated October 23, 2003, the Wisconsin Environmental Law Advocates U.A. (WELA), an
unincorporated, not-for-profit association, sent a Notice of Violation and Intent to File Suit under the Clean
Water Act regarding alleged violations at Columbia to Alliant and to Wisconsin Power and Light (WPL), a
subsidiary of Alliant, as well as to Columbia’s joint owners and their parent companies. The notice is
required by the Clean Water Act as a condition precedent to filing a lawsuit based on the alleged
environmental law violations. The notice alleges numerous violations of the Clean Water Act and of
Columbia’s wastewater discharge permit. On December 16, 2003, WPL and Alliant responded to WELA that
the majority of the allegations are inaccurate and of those that are accurate, the Wisconsin DNR had already
begun enforcement and many of the violations have been corrected and have ceased. This notwithstanding,
on December 29, 2003, WELA filed a complaint in the U.S. District Court, Western District of Wisconsin,
against WPL and Alliant.

MGE does not operate Columbia and was not named as a party in the litigation. WELA communicated to
WPL and Alliant that it filed the action in order to formally assert its claims in order to ensure WELA’s
participation in any enforcement resolution expected to be sought by the Wisconsin DNR. Although the
complaint was filed, WELA indicated that it would not serve it on WPL and Alliant while good faith
settlement negotiations were ongoing or unless otherwise directed by the district court.

Also see “Environmental” under Item 1, Business, for a description of several environmental proceedings
involving MGE.

Item 4. Submission of Matters to a Vote of Security Holders.

MGE Energy and MGE

None.
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PART II.

Item 5. Market for Registrant’s Common Equity and Related Stockholder Matters.
MGE Energy

MGE Energy common stock is traded on Nasdaq under the symbol MGEE. On March 1, 2004, there were
approximately 18,948 registered shareholders of record. The following table shows high and low sale prices

for the common stock on Nasdaq for each quarter over the past two years.

Common stock price range

High Low
2003
First quarter ........... $29.95 $25.00
Second quarter ......... $33.65 $26.40
Third quarter .......... $35.84 $28.65
Fourth quarter . ......... $33.00 $30.26
2002%
First quarter ........... $29.35 $25.00
Second quarter ......... $28.64 $25.77
Third quarter .......... $30.14 $24.58
Fourth quarter . ......... $29.75 $25.32

*On August 12, 2002, MGE Energy became the holding company for MGE following a share exchange and
began trading on Nasdaq under the symbol MGEE. Prior to the share exchange, MGE traded on Nasdagq
under the symbol MDSN.

MGE

As of March 1, 2004, there were outstanding 17,347,889 shares of common stock, all of which were held by
MGE Energy. There is no market for shares of common stock of MGE.

Dividends

The following table sets forth MGE Energy’s quarterly cash dividends paid during 2003 and 2002:

2003 2002
(Per share) Ist Qtr.  2nd Qtr. 3rd Qtr.  4th Qtr. 1st Qtr.* 2nd Qtr.* 3rd Qtr.  4th Qtr.
MGE Energy ...... $0.336  $0.336  $0.338 $0.338 $0.333  $0.333  $0.336  $0.336

*The dividends for the first two quarters of 2002 were paid by MGE. As a result of the share exchange
described in Part I, Item 1, the dividends for the remainder of 2002 and all of 2003 were paid by
MGE Energy.

The following table sets forth MGE’s quarterly cash dividends paid during 2003 and 2002:

2003 2002
(In thousands) 1st Qtr.  2nd Qtr. 3rd Qtr.  4th Qtr. Ist Qtr. 2nd Qtr. 3rd Qtr.  4th Qtr.
MGE.............. $11,804 $5,977 $6,074  $5,830 $5,707  $5,749  $5,860 $-

See “Liquidity and Capital Resources - Capital Requirements and Investing Activities for MGE Energy and
MGE” under Item 7, Management’s Discussion and Analysis of Financial Condition and Results of
Operations, for a description of restrictions applicable to dividend payments by MGE.
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Item 6. Selected Financial Data.

MGE Energy
(In thousands, except per-share amounts)

For the years ended December 31,

Summary of Operations 2003 2002 2001 2000 1999
Operating revenues:
Electric ....... ... . i $241,745 $224,987 $203,178 $203,176 $185,955
Gas o 159,802 122,109 130,533 120,932 88,079
Total ... 401,547 347,096 333,711 324,108 274,034
Operating expenses ..................... 330,124 278,105 274,340 258,411 219,910
Other general taxes . ..................... 11,592 10,861 10,864 10,180 9,306
Operating income . ...................... 59,831 58,130 48,507 55,517 44 818
Otherincome ................ .. ...... 2,486 2,335 8,585 1,895 4,998
Interestexpense ........................ ~(11,776)  (12,545)  (13,789)  (14,305)  (12,194)
Income beforetaxes ................... 50,541 47,920 43,303 43,107 37,622
Income tax provision .................... - (19,901  (18,727)  (15,941)  (15,752) (13,876)
[ncome before cumulative effect of a
change in accounting principle ........... 30,640 29,193 27,362 27,355 23,746
Cumulative effect of a change in accounting
principle, net of tax benefit of $78* .. ... .. - - (117) - -
Netincome ..............ccviiinon.. $ 30640 _$ 29,193 _§ 27245 _§ 27.355 _§ 23,746
Average shares outstanding ............... 17,894 17,311 16,819 16,382 16,084
Earnings per share before cumulative effect
of a change in accounting principle . .. . .. $1.71 $1.69 $1.63 $1.67 $1.48
Cumulative effect of a change in accounting
principle .. ........ ... . - - (.01) - -
Basic and diluted earnings per share . ... ... $1.71 $1.69 $1.62 $1.67 $1.48
Dividends paid pershare . . .............. $1.348 $1.338 $1.328 $1.318 $1.308
Assets
Electric .. ..o $445,728 $414,827 §376,568 $399,634  $345,964
GaS ot 165,577 151,548 144,145 135,844 126,510
Assetsnotallocated ..................... 56,136 52,799 39,903 52,496 38,499
Nonregulated .......................... 54,246 20,639 - - -
Total ... $721,687 _$639,813 _$560,616 _$587.974 _$510,973
Capitalization including Short-Term Debt
Common shareholders’ equity ............. $263,070 $227,370 $216,292  $200,312 $185,686
Long-termdebt®* .. ... ... ... ... ... ... .. 222,204 192,149 177,600 183,637 159,799
Short-termdebt .......... ... ... ... ..... 31,680 34,298 9,500 44,000 15,750
Total Capitalization .................. $516,954 $453.817 _$403,392 $427.949 $361,235

*The change in accounting principle in 2001 is due to MGE's adoption of SFAS No. 133.

**ncludes current maturities.

18



PART II (continued)

Item 7. Management’s Discussion and Analysis of Financial Condition and
Results of Operations.

General

MGE Energy is a holding company operating through subsidiaries in three business segments: electric utility
operations, gas utility operations, and nonutility energy operations. Our principal subsidiary is MGE, which
conducts our electric utility and gas utility operations. MGE generates and distributes electricity to nearly
132,000 customers in Dane County, Wisconsin, including the city of Madison, and purchases and distributes
natural gas to more than 129,000 customers in the Wisconsin counties of Columbia, Crawford, Dane, lowa,
Juneau, Monroe, and Vernon. Other subsidiaries, which constitute our nonutility energy operations, have
been formed to own and construct new electric generating capacity. Those subsidiaries are currently
undertaking the construction of a 150-MW, electricity, steam, and chilled-water cogeneration facility on the
UW-Madison campus.

We became the holding company for MGE on August 12, 2002, when MGE shareholders exchanged their
shares of MGE common stock for shares of our common stock. The share exchange had no accounting eftect
on MGE’s recorded assets, liabilities, revenues, or expenses.

MGE’s electric and gas utility operations represent a substantial part of our assets, liabilities, revenues, and
expenses. Our nonutility operations, relating, principally, to the development of a cogeneration project on the
UW-Madison campus, are not significant at this time. Consequently, the following discussion focuses mainly
on the results of operations and financial condition of MGE.

Executive Summary

In 2003, our utility operations experienced an increase in gas deliveries offset by a slight decline in electric
sales due to cooler-than-normal summer weather. Operation and maintenance expenses increased due to
higher employee benefit costs associated with pensions and health care, higher transmission costs, and higher
distribution and maintenance costs. We also experienced lower interest costs as a result of debt refinancings
that were completed in 2002 as well as the generally lower interest rates for our variable and short-term debt
during 2003.

Our liquidity and capital position remained strong during 2003, although our overall debt increased as a
result of a cogeneration facility that MGE Power West Campus is constructing on the UW-Madison campus.
We anticipate relying on short- and long-term borrowings to support that construction and the associated
capital expenditures. We also anticipate a need for additional equity capital during 2004 beyond the amounts
we are able to raise through our Dividend Reinvestment and Direct Stock Purchase Plan.

Our primary focus today and for the foreseeable future is our core utility customers at MGE. MGE continues
to face the challenge of providing its customers with reliable power at competitive prices. It plans to meet
this challenge by building more efficient generation projects and continuing its efforts to control its
operational costs. We believe it is critical to continue maintaining a strong credit standing and financial
strength in MGE as well as the parent company in order to accomplish these goals.
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Results of Operations
Earnings Overview - MGE Energy

In 2003, our earnings were $30.6 million, or $1.71 per share. MGE’s increase in base rates to cover, in large
part, rising fuel costs led to an increase in utility revenues. Electric retail sales declined slightly, but retail gas
deliveries increased 6.4%. Operations and maintenance costs increased due to higher costs for employee
benefits (health care, pension, etc.), transmission wheeling charges, distribution costs, and maintenance.
These costs were somewhat offset by a decrease in depreciation costs, as MGE was no longer required to
contribute to the decommissioning fund for Kewaunee in 2003. Also, MGE Energy benefited from lower
interest costs due to refinancing a large portion of its long-term debt in 2002 and the lower interest rates on
its variable rate and short-term debt in 2003.

In 2002, our earnings were $29.2 million, or $1.69 per share. MGE’s 5.5% increase in electric retail sales,
coupled with an increase in base rates to cover rising fuel costs, contributed to a 10.7% increase in electric
revenues. Purchased power costs increased substantially. 2002 was the first full year MGE purchased

90 MW of capacity and energy to replace its share of generation lost from Kewaunee. MGE sold its interest
in Kewaunee to WPSC in September 2001. As a result, MGE’s operations and maintenance costs were lower
in 2002. MGE’s gas margin increased $4.2 million due to growth in gas deliveries.

In 2001, MGE Energy’s earnings were $27.2 million, or $1.62 per share. Electric revenues remained constant
despite a third-quarter pretax adjustment of approximately $4.5 million, reducing electric unbilled revenues.
Electric operating income was down due to increased fuel costs, transmission wheeling expenses paid to
ATC, and higher distribution expenses. Gas operating income mainly decreased because warm weather in the
fourth quarter resulted in lower gas deliveries. Other income increased substantially due to MGE’s equity in
earnings of ATC, gains on weather hedge instruments, and lower charitable contributions. Interest expense
was down due to lower interest rates and less short-term debt.

Electric Utility Operations
Electric sales and revenues

The following table compares MGE’s electric retail revenues and electric kWh sales by customer class
during each of the years ended December 31:

(In thousands) Revenues kWh Sales
2003 2002 2001 2003 2002 2001

Residential ................ $ 85,164 § 81,258 § 71,401 800,535 839,005 771,094
Commercial ............... 119,585 108,842 99,214 1,651,578 1,640,190 1,543,866
Industrial ................. 14,555 12,949 13,845 299,449 296,220 314,448
Other - retail/municipal ...... 17,975 16,585 15,271 324,188 323,380 307,132

Total retail ............. 237,279 219,634 199,731 3,075,750 3,098,795 2,936,540
Sales forresale ............. 5,184 2,659 1,659 106,569 59,616 69,544
Otherrevenues ............. (718) 2,694 1,788 - - -

Total .................. $241.745 _$224987 _$203.178 3.182.319 3.158411 3.006.084
Cooling degree days
(normal 629) ............... NA NA NA 555 752 643
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Electric operating revenues were up 7.4% and 10.7% in 2003 and 2002 due to the following:

(In millions) 2003 2002

Ratechanges ......................... $19.3 $ 89
Salesforresale ........................ 2.5 1.0
Volume .............................. (1.6) 11.0
Othereffects .......................... 3.4) 0.9
Total ... . $16.8 $21.8

*  Rates. The PSCW authorized increases in MGE’s electric rates effective March 1, 2003, and January 1,
2002, to cover rising fuel costs, increased system demands, and the installation of an AMR system.
Revenues in 2003 also reflect a surcharge of 2% on electric rates, effective October 24, 2002, and ending
October 23, 2003, which the PSCW authorized to recover deferred costs associated with forming ATC
and ongoing incremental transmission costs. See Footnote 15 of the Notes to Consolidated Financial
Statements for additional information.

»  Sales for resale. The change in 2003 reflects higher sales volume as the result of a contract to sell
25 MW of electric capacity to Alliant from January through August 2003. The change in 2002 was
attributable to higher prices, although the volume of sales was 14.3% lower due to lower off-peak sales
during the first half of that year.

*  Volume. Electric retail sales were slightly lower in 2003 due to cooler-than-normal summer temperatures,
as reflected in the 26.2% reduction in cooling degree days. The opposite effect was felt in 2002 when
warmer-than-normal temperatures caused electric retail sales to increase 5.5%. Total cooling degree days
were up 17% in 2002.

»  Other effects. The other effects in 2003 reflect a fuel credit that was in effect from mid-August through
year-end. In 2002, the increase was associated with a vendor settlement and a true-up for a spring 2000
outage at Kewaunee.

In 2001, MGE changed its method for incorporating unbilled consumption from prior periods into
calculating amounts available for sale to customers. The revised calculation determines unbilled quantities
available for sale in the current month based on the current month and the trailing two months, MGE
previously brought forward the unbilled quantity from prior months, which had the effect of accumulating
any underestimated line loss amounts. The three months is based on an assumption (which MGE believes is
reasonable) that all electricity consumed by all classes of customers is billed within three months. MGE also
determined the ratio of unbilled-to-billed sales had a sufficient relationship to include that statistic in
validating results of its estimation methodology. This is in addition to the ratio between unbilled sales and
accounts receivable that was previously used. See Footnote 1.c. for more information regarding the unbilled
revenue estimation methodology.

Electric fuel and purchased power

In 2003, fuel used for electric generation increased $3.3 million, or 8.8%, primarily due to a rise in the cost
of natural gas used at certain MGE generating plants. MGE’s internal generation increased 2.5% in 2003.
Purchased power expense increased $4.9 million, or 11.0%, primarily due to an increase in the cost of natural
gas ($6.4 million). The average price for purchased power was $39.309 per MWh in 2003 compared to
$34.210 in 2002, an increase of 14.9%. The increase in purchased power expense was partially offset by a
3.4% decrease in volume ($1.5 million) resulting from the expiration of a 90-MW purchased power
agreement with WPSC in September 2003.
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In 2002, fuel used for electric generation decreased $2.1 million, or 5.2%, due to the following:

» Fuel costs for MGE'’s electric generating units (excluding Columbia) decreased $1.5 million, or 7.3%.
MGE relied less on certain generating units because higher fuel costs made it generally cheaper to buy
electricity than operate those units.

*  Nuclear fuel expense decreased $2.3 million, or 89.5%, since MGE sold its ownership interest in
Kewaunee in 2001.

*  Fuel costs for the Columbia units increased $1.7 million, or 9.5%, due to higher coal costs.

In 2002, purchased power expense increased $26.3 million, or 143.6%. MGE purchased electric capacity and
energy to replace the energy generation lost from selling its ownership interest in Kewaunee and to meet
expected load growth. In June 2001, MGE exercised an option to buy 90 MW of electric capacity and energy
at a fixed price from WPSC from September 24, 2001, through September 23, 2003.

Electric operating expenses

Electric operating expense increased $13.3 million, or 35.4%, in 2003 and decreased $0.8 million, or 1.4%,
in 2002. The following changes contributed to the net change in electric operating expenses for the indicated
year:

(In millions) 2003 2002

Increased transmission costs due to growing reliance on purchased power ...... $ 35 $ 06
Amortization of deferred costs related to ATC’s formation and incremental

OPETALINZ COSLS . . ottt et ettt e e et e e et 2.8 -
Increased health and pension expenses due to rising health care costs and

lower investment returns on plan assets ............... il 3.7 2.6
Increased outside service expenses associated with holding company

formation and participation in Power the Future proposal ................ - 1.2
Decreased operating expenses as a result of sale of interest in Kewaunee ....... - (5.3)
Increased miscellaneous distribution expenses ............ ... ... .. ... 0.7 -
Increased regulatory expenses due to filing a CPCN for authority to build

WCCE 0.6 -
Increased/(decreased) miscellaneous steam power expenses™® . ................ 0.5 (0.4)
Increased miscellaneous electric operating exXpenses . . .. ..o, 1.5 0.5

Total electric operating eXpenses .. .......cvvtrr ittt e, $133 $(0.8)

*Amount for 2002 reflects a decrease of $1.1 million, or 41.9%, as a result of MGE'’s recovery through
rates of some carrying costs for actions taken at Columbia to reduce NO, emissions, partially offset by
increased expenses for Columbia of $0.7 million, or 27.8%, as a result of increased administrative and
general overheads (30.4 million) and employee pensions and benefits (30.3 million).

Maintenance expense

In 2003, electric maintenance expense increased $3.6 million, or 30.8%. This is due to the following factors:

» Increase in maintenance of distribution assets {$2.1 million), including substation work, transformers,
and overhead and underground lines. Maintenance and system upgrades help to improve the reliability of

MGE’s electric distribution system.

» Increase in other maintenance sources, including electric generating assets and Columbia ($1.5 million).
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In 2002, electric maintenance expense was down $2.5 million, or 20.2%. This decrease is the net result of the
following two factors:

»  Maintenance expenses declined ($3.1 million) since MGE sold its 17.8% ownership interest in
Kewaunee to WPSC.

«  Maintenance expenses at Columbia increased (30.6 million) as a result of a scheduled seven-week outage
during April and May 2002.

Depreciation

Electric depreciation expense decreased $6.6 million and $6.7 million in 2003 and 2002, respectively. The
decrease in 2003 reflects lower decommissioning expense ($8.2 million) as a result of the sale of Kewaunee,
offset in part by $1.6 million of increased depreciation associated with an increase in electric plant assets.
The decrease in 2002 reflects reduced decommissioning expense ($4.0 million), reduced depreciation due to
the sale of Kewaunee ($3.4 million, see Footnote 18), and is partially offset by increased depreciation
expense for the addition of electric assets (0.7 million).

Gas Utility Operations
Gas deliveries and revenues

The following table compares MGE’s gas retail revenues and gas delivered by customer class during each of
the years ended December 31:

(In thousands) Revenues Therms delivered
2003 2002 2001 2003 2002 2001

Residential ................. $ 92472 §$ 71,341 § 75478 97,767 91,470 82,637
Commercial/industrial ........ 62,025 46,248 50,828 82,580 78,010 71,169

Total retail ................ 154,497 117,589 126,306 180,347 169,480 153,806
Gas transportation ........... 3,394 3,238 2,934 50,012 55,614 47,524
Otherrevenues .............. 1,911 1,282 1,293 - - -

Total .................... $159.802 $122.109 _$130,533 230,359 225094 _201.330
Heating degree days
(normal 7,209) .............. NA NA NA 7,366 6,957 6,706

Gas revenues were up 30.9% in 2003 and decreased 6.5% in 2002 due to the following:

(In millions) 2003 2002
Gas COSES/TALES ... v vttt $29.4 $(21.5)
Gasdeliveries . ......... ... ... ... ... L. 7.5 12.9
Gas transportation ............... ... ... 0.1 0.3
Othereffects .. ...... .. .. i 0.7 (0.1)
Total ... ... $37.7 $ (8.4)
Average rate per therm of residential customers . ... $0.95 $ 0.78

*  Gas costs/rates. The PSCW authorized increases in MGE’s gas rates effective March 1, 2003, and
January 1, 2002, to cover increased system demands. Gas costs increased significantly in 2003 from
2002. The average rate per therm in 2003 increased 23% compared to the prior year. The reverse was
true for 2002. Despite a 10.2% increase in retail gas deliveries, revenues decreased due to the decrease in
the cost of gas. See Footnote 15 of the Notes to Consolidated Financial Statements for additional
information on gas base rates.
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*  Retail gas deliveries. The 6.4% increase in 2003 was due to colder-than-normal temperatures, as
reflected in the 5.9% increase in heating degree days. The same effect was felt in 2002 when
colder-than-normal temperatures caused gas deliveries to increase 10.2%. Total heating degree days were
up 3.7% in 2002. The 2002 increase also reflects a full year of ownership of the Prairie du Chien-area
natural gas system that was purchased on December 28, 2001, from We Energies for $3.9 million. MGE
gained approximately 3,600 residential and commercial customers in southwestern Wisconsin as a result
of the purchase.

*  Gas transportation. The 10.1% decrease in deliveries in 2003 reflects fuel switching by customers with
other fuel options, who switched due to the higher price of gas. The reverse effect was observed in 2002
as alternative fuel customers used more gas during the first half of 2002, causing a 17% increase in
deliveries.

*  Other effects. The other effects in 2003 reflect an increase of $0.6 million in the GCIM and other
miscellaneous increases totaling $0.1 million.

Natural gas purchased

In 2003, natural gas purchased increased $30.7 million, or 41.8%, primarily due to higher wellhead prices, on
average. Natural gas prices (cost per therm) increased more than 33% in 2003. A PGA clause allows MGE to
pass along to customers the cost of gas, subject to certain limited incentives. The PGA is authorized by the
PSCW.

In 2002, natural gas purchased decreased $12.6 million, or 14.7%, primarily due to lower wellhead prices.

Gas operating expenses

Gas operating expense increased $2.3 million, or 21.4%, in 2003 and increased $1.8 million, or 8.3%, in
2002. The following changes contributed to the net change in gas operating expense for the indicated year:

{In millions) 2003 2002
Increased health and pension expenses due to rising health care costs and
lower investment returns on plan assets ........ ... . $1.7 $1.4
Increased administrative and general COStS . ...t - 1.4
Decreased uncollected revenues . ......... ... .. i - (1.3)
Increased miscellaneous gas Operating eXpenses . . .. ..v vt e e e neenenenen., 0.6 0.3
Total gas Operating EXPenSeS . . . ..o\ v vttt ettt $2.3 $1.8

Depreciation

Gas depreciation expense increased $0.6 million and $0.4 million in 2003 and 2002, respectively, as a result
of additional gas plant assets.

Gas cost incentives

Under MGE’s GCIM, if actual gas commodity costs are above or below a benchmark set by the PSCW, then
MGE’s gas sales service customers and shareholders share equally in any increased costs or savings up to
$1.5 million. Any costs or savings that exceed $1.5 million will be passed on to gas sales service customers.
The PSCW allows MGE to resell gas pipeline capacity reserved to meet peak demands but not needed every
day to serve customers. Revenues from capacity release that exceed or fall short of PSCW-targeted levels are
shared equally. In 2003, MGE shareholders benefited $0.9 million (after tax) from capacity release revenues
and commodity savings under the GCIM.
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The PSCW recently lowered the formula used in establishing the benchmark for gas commodity costs.
Beginning February 1, 2004, the benchmark will be 99.5% of what it would have been under the prior
formula. This change is intended to better reflect market conditions.

Other General Taxes

The 6.7% increase ($0.7 million) in other general taxes from 2002 to 2003 is due to an increase in MGE’s
license fee tax, which for any year is based on adjusted operating revenues of the prior year. The Wisconsin
license fee tax is in lieu of all property taxes on utility property.

Income Taxes

The 2003 effective income tax rate increased slightly from 2002 from 39.1% to 39.4% due to constant
amounts of tax credits (amortized investment tax credits and credit for electricity from wind energy) in
relation to pretax income (see Footnote 9).

The increase in effective income tax rates from 2001 to 2002 (36.8% to 39.1%) is partly attributable to lower
amounts of amortized tax benefits from excess deferred income taxes and deferred investment tax credit.
These lower amortized tax benefits are the result of the MGE’s investment in ATC and the sale of its interest
in Kewaunee, both 2001 transactions. In 2002 compared to 2001, amortized excess deferred income taxes
and amortized investment tax credits decreased by a total of $0.4 million.

Additionally, the state tax component of the effective income tax rate was greater in 2002 than in 2001 due to
permanent differences for certain one-time intercompany transactions for state tax purposes and for costs of
capital incurred in forming MGE Energy on August 12, 2002.

Other Nonoperating Items
In 2003, MGE Construct received a service fee from the State in relation to WCCF of $1.0 million. This was
offset by an increase in charitable contributions of $1.2 million. Dividend and interest income increased in

2003 by $0.4 million.

In 2002, other income decreased $6.3 million, or 72.8%. The decrease in other income is attributed to the
following:

+  MGE transferred its qualified decommissioning fund ($65.0 million, fair market value) and nonqualified
decommissioning fund ($28.1 million, fair market value) to WPSC with the sale of its 17.8% ownership
interest in Kewaunee (Footnote 18). There was no impact on earnings. The lower decommissioning
earnings on trust assets were offset by an equal decrease in accumulated depreciation expense. The
related decrease in other income was $4.0 million.

* Anincrease in charitable contributions reduced other income by $1.6 million.

+ In 2001, MGE received a $0.8 million pretax gain from weather hedge instruments. During 2002, MGE
did not receive a similar benefit. The net effect was a $0.8 million decrease in other income in 2002.

Interest Expense
In 2003, interest expense decreased by $0.8 million, or 6.1%, due to the following factors:

*  MGE refinanced a large portion of its long-term debt in 2002, helping to decrease interest expense by
$0.5 million.
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*  Lower short-term interest rates coupled with reduced borrowing levels helped to decrease other interest
expense by $0.3 million.

In 2002, interest expense decreased $1.2 million, or 9.0%, due to the following factors:

«  Lower rates on MGE’s $20.0 million variable rate debt (which matured on May 3, 2002) reduced interest
expense by $0.7 million.

+ Lower short-term debt levels in the first quarter, coupled with significantly lower interest rates, reduced
other interest expense by $0.5 million.

Liquidity and Capital Resources

Cash Flows

The following summarizes cash flows for MGE Energy and MGE during 2003, 2002, and 2001:

MGE Energy MGE
(Thousands of dollars) 2003 2002 2001 2003 2002 2001
Cash provided by/(Used for):
Operating activities ........ $68,602 §56,246 $ 73,987 $ 73,162 $53,500 $§73,502
Investing activities ......... (93,474)  (86,709) (24,853) (54,259) (67,857) (24,853)
Financing activities ........ 26,207 30,709 (51,340) (18,921) 14,136  (50,855)

Cash Provided by Operating Activities for MGE Energy

In 2003, cash provided by operating activities increased $12.4 million, or 22.0%. Working capital increased
$6.6 million primarily due to increases in unbilled revenues ($3.1 million), stored natural gas ($5.6 million),
prepayments ($3.4 million), and accounts receivable ($1.4 million). These increases in current assets were
offset by higher accounts payable of $3.0 million and other current liabilities totaling $3.7 million.

Deferred income taxes increased $13.1 million in 2003 due to the impact of 50% additional bonus
depreciation, which went into effect in May 2003. An increase in other noncurrent items net, of $5.2 million,
also contributed to the increase in cash provided by operating activities.

In 2002, cash provided by operating activities decreased $17.7 million, or 24.0%. Working capital decreased
$0.3 million primarily due to an increase in customer payables. Depreciation and other amortization expenses
decreased $6.3 million, mainly because MGE sold its ownership interest in Kewaunee. Deferred income
taxes for 2002 decreased $8.0 million compared to 2001. The significantly larger deferred tax expense in
2001 was due to selling Kewaunee, which resulted in reversal of temporary differences associated with the
plant and decommissioning funds.

Cash Provided by Operating Activities for MGE

In 2003, cash provided by operating activities increased $19.7 million, or 36.8%. Working capital increased
$3.2 million in 2003 due to a decrease in accounts receivable of $1.8 million and increases in accounts
payable of $3.7 million. Other current assets, such as unbilled revenues, inventories, and prepayments,
increased in total $12.1 million. Other current liabilities increased $3.6 million. Deferred income taxes
increased $13.2 million in 2003, while depreciation decreased $6.0 million, due to lower decommissioning
expenses. Other noncurrent items, net, increased $6.6 million, which contributed to the increase in cash
provided by operating activities.
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In 2002, cash provided by operating activities decreased $20.0 million. Working capital increased

$2.5 million in 2002 due to an increase in accounts receivable of $11.2 million and increases in unbilled
revenues and prepayments of $2.0 million each. The increases in current assets were offset by an increase in
accounts payable of $6.5 million, an increase in other current liabilities of $3.9 million, and a decrease in
inventories of $2.4 million. Decreases in depreciation of $6.3 million and deferred taxes of $8.0 million
attributed to the decrease in operating activities. The decreases in these items was attributable to the sale of
Kewaunee as discussed earlier.

Capital Requirements and Investing Activities for MGE Energy and MGE

In 2003, MGE Energy’s cash used for investing activities increased $6.8 million. Capital expenditures
increased $6.0 million in 2003. Utility plant additions decreased $3.4 million, while capital expenditures
related to the WCCF increased $9.4 million over last year. MGE’s advance to ATC in connection with the
installation of equipment and system upgrades for WCCF increased $7.9 million in 2003. In 2002, MGE was
still contributing to the decommissioning fund for Kewaunee.

In 2002, cash used for investing activities increased $61.8 million. Utility plant additions were up

$16.2 million due to installing an AMR system, installing NO, emissions equipment at Columbia, and
upgrading MGE substations to improve reliability. Capital expenditures related to WCCEF totaled

$18.9 million. The increase in 2002 also reflects an unfavorable comparison to 2001, in which MGE received
a $15.0 million capital distribution from ATC and $15.4 million for selling its interest in Kewaunee.

The following table shows MGE Energy’s and MGE’s estimated capital expenditures for 2004, actual for
2003, and the three-year average for 2000 to 2002:

(In thousands) 2004 2003 Three-Year Average
For the years ended December 31 (Estimated) (Actual) (2000 to 2002)
Electric:
Production . ................. $10,739 10.9% $7,541 9.1% $23,238 36.3%
Transmission .. .............. - - - - 936 1.5%
Distribution and general ....... 20,449 20.8% 27,182 32.8% 17,346 27.0%
Nuclear fuel ................ - - - - 1,728 2.7%
Total electric .............. 31,188 31.8% 34,723 41.9% 43,248 67.5%
Gas ... 8,656 8.8% 9,269 11.2% 7,590 11.8%
Common ...........ovvvunun.. 5,456 5.5% 10,716 12.9% 7,497 11.7%
Utility plant total ........... 45,300 46.1% 54,708 65.9% 58,335 91.0%
Nonutility (WCCF) ............ 52,920 53.9% 28,262 34.1% 5,760 9.0%
MGE Energy total .......... $98.220 _ 100.0% $82.970 _100.0% $64.095 _100.0%

MGE Energy’s and MGE’s liquidity are primarily affected by their construction requirements. MGE’s major
2003 capital projects included substation improvements ($3.5 million), AMR project costs ($7.0 million),
upgrading its energy management system ($1.6 million).
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MGE Energy used funds received as dividend payments from MGE as well as short- and long-term external
financing to meet its 2003 capital requirements and cash obligations, including dividend payments. External
financing included short-term financing under existing lines of credit and longer-term financing through the
issuance of $30 million of 5.68% senior secured notes due September 25, 2033, and the issuance of 165,000
shares of its common stock pursuant to a Distribution Agreement with Banc One Capital Markets, Inc. While
dividends from MGE will remain a significant source for the cash needs of MGE Energy, MGE Energy
expects that revenues from the WCCF will supplement those dividends starting in 2005 when the WCCF
becomes operational. In the interim, MGE Energy expects to continue to use existing lines of credit and to
issue additional long-term debt and shares of common stock, in addition to cash dividends from MGE, to
meet its capital requirements and other cash obligations, including dividends.

Dividend payments by MGE to MGE Energy are subject to restrictions arising under a January 12, 2004,
PSCW rate order and, to a lesser degree, MGE’s First Mortgage Bonds. The PSCW order limits the amount
of dividends that MGE may pay MGE Energy when its common equity ratio, calculated in the manner used
in the rate proceeding, is less than 55%. Under those circumstances, MGE may not pay dividends in excess
of $25.1 million plus dividends on shares issued in excess of the shares issued in the rate proceeding forecast
if the proceeds are invested in MGE. MGE’s common equity ratio at December 31, 2003, as determined
under the calculation used in the rate proceeding, is estimated to be 55.4%. The rate proceeding calculation
includes as indebtedness imputed amounts for MGE’s outstanding purchase power capacity payments and
other PSCW adjustments and excludes the indebtedness associated with MGE Power West Campus, which is
consolidated in accordance with FIN No. 46-R into MGE’s financial statements.

In addition, MGE has covenanted with the holders of its First Mortgage Bonds not to declare or pay any
dividend or make any other distribution on or purchase any shares of its common stock unless, after giving
effect thereto, the aggregate amount of all such dividends and distributions and all amounts applied to such
purchases, after December 31, 1945, shall not exceed the earned surplus (retained earnings) accumulated
subsequent to December 31, 1945. As of December 31, 2003, approximately $145 million was available for
the payment of dividends under this covenant,

MGE used internally generated funds, short-term debt, and proceeds from common stock issued through
MGE Energy’s Dividend Reinvestment and Direct Stock Purchase Plan to satisfy most of its 2003 capital
requirements and expects to do the same in 2004, For the larger capital investments, MGE would expect to
finance these with additional long-term debt and capital contributions from MGE Energy.

Financing Activities and Capitalization Matters for MGE Energy and MGE

In 2003, cash provided by MGE Energy’s financing activities was $26.2 million. On September 30, 2003,
MGE Energy’s subsidiary, MGE Power West Campus, issued $30 million in private-placement debt,
increasing long-term debt and using the proceeds from this issue to pay off short-term debt. MGE Energy
was temporarily financing the capital expenditures for WCCF with short-term debt. MGE refinanced
$20.0 million of its 7.70%, 2028 Series, First Mortgage Bonds with lower cost debt.

Proceeds from the issuance of common stock increased $9.6 million when compared to last
year. In addition to its Dividend Reinvestment and Direct Stock Purchase Plan, MGE Energy also has been
selling additional shares of stock through Banc One Capital Markets, Inc., under a Distribution Agreement.

Short-term debt decreased $2.6 million in 2003. MGE Energy, through its affiliate MGE Construct, received
a reimbursement of $19.4 million in November from the State for its share of the capital expenditures related
to WCCEF. This reimbursement was used to pay down MGE Energy’s bank loan.
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In 2002, MGE Energy’s cash provided by financing activities was $30.7 million. Short-term debt increased
$24.8 million. Two long-term debt issues occurred in the fourth quarter of 2002. A $20.0 million issue
replaced the $20.0 million in debt that matured in May, which was rolled into short-term debt at that time.
Another $15.0 million issue financed capital expenditures for the AMR project, which had been financed
with short-term debt.

In 2003, MGE’s cash used for financing activities was $18.9 million. In conformity with FIN No. 46-R,
MGE includes the consolidation of MGE Power West Campus (see Footnote 2). MGE Power West Campus
had $10.5 million of affiliate loans for the financing of WCCF. MGE benefited from $19.6 million in equity
contributions from its parent, which was offset by $29.7 million in cash dividends paid to parent. MGE’s
short-term debt increased $2.0 million.

In 2002, MGE’s cash provided by financing activities was $14.1 million. MGE refinanced $20.0 million of
debt in 2002 and issued an additional $15.0 million in November of 2002 to help finance the AMR project.

MGE Energy’s and MGE’s capitalization ratios were as follows:

MGE Energy MGE

2003 2002 2003 2002
Common shareholders’ equity .............. 50.9% 50.1% 52.0% 52.9%
Long-termdebt* ........... ... ... ...... 43.0% 42.3% 44.9% 44.1%
Short-termdebt .......... ... ... ... . ... .. 6.1%  7.6% 3.1% 3.0%

*Includes current maturities and $30 million in debt for MGE Power West Campus,
which is being consolidated into MGE in accordance with FIN No. 46-R.

Below is a table of MGE’s current credit ratings. MGE Energy is not rated because it has not issued any debt
securities.

Standard & Poor’s Moody’s
First Mortgage Bonds .. .. ................. AA Aa?
Unsecured Medium Term Notes ............ AA- Aa3
Commercial paper ....................... Al+ P1

MGE’s access to the capital markets, including the commercial paper market, and its financing costs in those
markets are dependent on its securities’ ratings. None of MGE’s borrowing is subject to default or
prepayment due to downgrading of securities’ ratings.
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Contractual Obligations and Commercial Commitments for MGE Energy and MGE

MGE Energy’s and MGE’s contractual obligations as of December 31, 2003, representing cash obligations
that are considered to be firm commitments, are as follows:

(In thousands) Payment due within: Due after
Total 1 Year 2-3 Years 4-5 Years 5 Years
MGE:

Long-termdebt ........................... $193,500  $20,000 $ - $45,000 $128,500
Short-termdebt ............ ... . ... ... . . ... 15,500 15,500 - - -
Operating leases .. .............ccuuenoe. 8,940 1,379 1,774 1,119 4,668
Purchase obligations ....................... 208,559 31,647 57,485 49,093 70,334
ATC -capitalcall ............. ... ... ..., 3,560 3,560 - - -
ATC-WCCF ... ... 849 849 - - -
Other long-term obligations ................. 1,216 655 561 - -
Total MGE contractual obligations .......... $432,124 $73,590 $59,820 $95,212 $203,502

MGE Energy:
Long-termdebt ........................... $30,000 $ - 8 - 8 - $30,000
Short-termdebt . ........ .. ... ... .. ... ... 16,180 16,180 - - -
Purchase obligations-WCCF . ................ 24,934 24934 - - -
Total Non-MGE contractual obligations . ... .. 71,114 41,114 - - 30,000

Total MGE Energy contractual obligations . ... $503.238 $114.704 $59.820 $95.212 $233.502

For additional information about:

* Long-term debt consisting of secured First Mortgage Bonds and unsecured medium-term notes, see
Footnotes 13.c. The long-term debt under MGE Energy is the obligation of MGE Power West Campus.
This debt is being consolidated into MGE’s financials in accordance with FIN No. 46-R, see
Footnote 13.d.

* Short-term debt consisting of commercial paper issued by MGE, which is supported by unused lines of
credit from banks and bank loans to MGE Energy, see Footnote 14.

* Operating leases, see Footnote 16.

* Purchase obligations for MGE consist of the purchase of electricity and the purchase and transport of
natural gas, see Footnote 16.

+ MGE has made a commitment to ATC for an additional capital contribution.

» Commitment to advance funds to ATC for the construction of transmission equipment related to WCCF,
see Footnote 17.

* Purchase obligations for MGE Energy related to contracts for equipment and services related to the
construction of WCCEF, see Footnote 16.f.

« Other long-term obligations are related to a special assessment for decontaminating and decommissioning
of nuclear facilities, see Footnotes 3 and 18, and investment in a limited partnership.
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MGE Energy’s and MGE’s commercial commitments as of December 31, 2003, representing commitments
triggered by future events and including financing arrangements to secure obligations of MGE Energy and
MGE, and guarantees by MGE, are as follows:

(In thousands) Expiration within: Due after
Total 1 Year 2-3 Years 4-5 Years 5 Years

MGE:
Auvailable lines of credit (a) ............... $40,000  $40,000 $ - $ - $ -
Bank letter of credit (b) .................. $ 5,000 $ 5,000 - - -
MGE Energy:
Auvailable lines of credit (¢) ............... $60,000 $60,000 - - -
Guarantees(d) ............... . ... ... $ 6,130 § 904 $1,695 $1,598 $1,933

(a) Lines of credit consisting of a 364-day credit facility to support commercial paper issuances. At
December 31, 2003, there were no borrowings against the credit facility. Additionally, at December 31,
2003, there was $15.5 million of commercial paper outstanding.

(b) MGE has a letter of credit with a commercial bank established as collateral for equipment purchases that
ATC will make to provide necessary system upgrades for WCCF.

(c) MGE Energy has established a $60.0 million line of credit for temporary financing of the capital
commitments for WCCF and for general corporate purposes. Additionally, at December 31, 2003,
MGE Energy had $16.2 million in bank loans outstanding.

(d) MGE has guaranteed repayment of certain receivables it sold to a financial institution under a Chattel
Paper Agreement (see Footnote 16 of the Notes to Consolidated Financial Statements).

Other Factors

Due to the performance of the United States debt and equity markets, the value of assets held in trusts to
satisfy the obligations of pension and postretirement benefit plans has decreased. These factors may also
result in additional future funding requirements of the pension and postretirement benefit plans.

Business and Regulatory Environment
Electric Transmission - ATC

On January 1, 2001, MGE transferred substantially all of its electric transmission facilities to ATC in
exchange for approximately a 5.0% interest in this joint venture. ATC is comprised of Wisconsin
investor-owned utilities and some Wisconsin municipal utilities, cooperatives, and power supply agencies.

The PSCW authorized an electric rate surcharge of $§4.5 million, or 2.0%, over a twelve-month period ended
October 23, 2003, for MGE to recover deferred costs associated with ATC’s formation and ongoing
incremental transmission costs during 2001 and 2002.

On November 21, 2002, MGE and ATC entered into an interconnection agreement related to transmission
system upgrades for WCCF. MGE issued to ATC a “Notice to Proceed for the Procurement of the
Equipment” for the system upgrades. MGE has advanced funds for construction of transmission equipment
and work done by ATC related to WCCF in the amounts of $9.2 million and $1.3 million in 2003 and 2002,
respectively. MGE expects to advance an additional $0.8 million in 2004. MGE will be reimbursed by ATC
upon completion of the project.
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Kewaunee Sale

MGE sold to WPSC its 17.8% ownership interest in Kewaunee in September 2001. In exchange for a cash
payment of $15.4 million, MGE transferred its net book value of utility plant ($8.2 million), net nuclear fuel
($7.9 million), inventories ($1.5 million), and other assets ($0.1 million). These assets were offset by

$2.3 million owed to WPSC. On the closing date, MGE also transferred its qualified decommissioning fund
($65.0 million, fair market value) and nonqualified decommissioning fund ($28.1 million, fair market value),
which decreased accumulated depreciation by an equal amount.

Under the Kewaunee sale agreement, MGE was obligated to continue collecting decommissioning costs from
its customers during 2002 and to remit those amounts, net of trust investment expenses and taxes on
investment income, to the WPSC nonqualified decommissioning fund, which it did on January 3, 2003.
MGE has no further obligation with respect to the decommissioning of Kewaunee except as described in the
next paragraph with respect to spent nuclear fuel.

The federal government is responsible for the disposition and storage of spent nuclear fuel. Federal
legislation is being considered to establish an interim storage facility. Spent nuclear fuel is currently stored at
Kewaunee. Minor plant modifications to the spent fuel pools completed in 2001 should ensure Kewaunee has
sufficient fuel storage capacity until the end of its licensed life in 2013. MGE retained its spent fuel
obligations for all fuel burned at Kewaunee for MGE’s share of the generation from the opening of the plant
to the closing date. WPSC took title to such fuel at the closing date.

A surcharge imposed by the National Energy Policy Act of 1992 requires nuclear power companies to fund
the decontamination and decommissioning of U.S. Department of Energy facilities that process nuclear fuel.
As a result, the Kewaunee co-owners are required to pay a surcharge on uranium enrichment services
purchased from the federal government prior to October 23, 1992. On an inflation-adjusted basis, MGE’s
portion of the obligation related to Kewaunee is approximately $0.8 million at December 31, 2003. MGE is
required to continue paying its portion of this annual assessment.

As allowed under the Kewaunee sale agreement, MGE exercised an option to purchase 90 MW of electric
capacity and energy at a fixed price from September 24, 2001, through September 23, 2003, to help meet
customers’ electric needs.

Industry Restructuring in Wisconsin

Wisconsin has focused on building the infrastructure needed within the state to provide reliable electric
service to customers. Wisconsin has been building new generating capacity, improving existing and adding
new electric transmission lines, and continues to develop an independent electric transmission system
operator. State regulators realize a competitive market cannot exist when supply is short. The PSCW will
decide if or when it is appropriate for retail competition to proceed in the electric industry. MGE cannot
predict what impact future PSCW actions may have on its future financial condition, cash flows, and results
of operations.

Restructuring the electric industry could affect MGE’s ability to continue establishing certain regulatory
asset and liability amounts allowed under SFAS No. 71, Accounting for the Effects of Certain Types of
Regulation. MGE is unable to predict whether any adjustments to regulatory assets and liabilities will occur
in the future. However, the PSCW has recognized the need to allow recovery for commitments made under
prior regulation.
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Nonutility Energy Outlook
Power the Future Generation

On February 23, 2001, MGE secured an option to own a portion of the advanced technology, coal-fired,
base-load generation proposed in We Energies’ Power the Future plan. The plan included three new
600-MW coal-fired plants, which would be located in Wisconsin. On November 11, 2003, a PSCW order
approved issuing a CPCN for We Energies’ proposal for two of the coal facilities. Pursuant to an amended
agreement reached on January 31, 2003, MGE has the option to acquire an undivided 8.33% (16.66% under
certain conditions) ownership interest in each of the proposed coal plants or up to approximately 50 MW per
unit. If the options on Units 1 and 2 are fully exercised, MGE Energy’s share of capital costs is estimated to
be $175 million. Unit 1 is expected to begin operating in 2009 and Unit 2 is scheduled to begin operating in
2010. MGE has filed its own Certificate of Authority with the PSCW for the coal facilities and a proposed
lease structure with an MGE Energy affiliate. MGE expects PSCW approval on this filing in the first half of
2004.

WCCF

The cost to construct WCCF is expected to be approximately $180 million in total, of which MGE Power
West Campus’ portion will be $103 million. On November 20, 2003, the State paid $19.4 million to MGE
Construct for its share of construction costs incurred since its last payment in November 2002. MGE
Construct now bills the State monthly for its share of the cost of WCCF in accordance with the EPC
Agreement. As of December 31, 2003, MGE Power West Campus had incurred $48.6 million of costs on the
project, which is reflected in construction work in progress on MGE Energy’s and MGE’s consolidated
balance sheets. These costs largely represent amounts paid under long lead-time equipment contracts in order
to meet project schedules. In 2003, MGE Construct received a service fee of $1.0 million {pretax) from the
State in relation to its role as EPC contractor for WCCF. The total fee of $5.0 million will be recognized as
services are rendered and will be collected over a 22-month period.

MGE Energy, MGE Power West Campus, and MGE Construct have assumed certain risks related to some of
the executed agreements. In the EPC Agreement, MGE Power West Campus is responsible for cost overruns
and MGE Construct is responsible for the construction process of the entire facility, paying liquidated
damages relating to failure to achieve the Mechanical Completion Date Guarantee and/or the Acceptance
Test Capacity Guarantee. MGE Energy is the guarantor of MGE Construct’s obligations under the EPC
Agreement.

Critical Accounting Policies - MGE Energy and MGE

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to apply policies and make estimates and assumptions that affect results of operations and the
reported amounts of assets and liabilities in the financial statements. Because of the inherent uncertainty in
the nature of the matters where estimates are used, actual amounts could differ from estimated amounts. The
following accounting policies represent those that management believes are particularly important to the
financial statements and require the use of judgment in estimating matters that are inherently uncertain.
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Unbilled Revenues

Revenues from the sale of electricity and gas to customers are generally recorded when electricity/gas is
delivered to those customers. The quantity of those sales is measured by customers’ meters. Due to the large
volume of those meters, it is impractical to read all of them at month end. Meters are read on a systematic
basis throughout the month based on established meter-reading schedules. Consequently, at the end of any
month, there exists a quantity of electricity and gas that has been delivered to customers but has not been
captured by the meter readings. As a result, management must estimate revenue related to electricity and gas
delivered to customers between their meter read dates and the end of the period. These estimates include:

» The amount of electricity expected to be lost in the process of its transmission and distribution to
customers (line loss) and the amount of electricity actually delivered to customers.

» The mix of sales between customer rate classes, which is based upon historical utilization assumptions.

During 2003, many of MGE’s largest customers were shifted to a calendar month bill. As a result of this
shift, the majority of these customers’ electricity usage is now accounted for in the unbilled calculation. The
unbilled amounts are based on actual usage billed the following month and are therefore very reliable. Due to
this billing shift, MGE has seen the ratio of unbilled-to-billed electric sales climb. The ratio has settled into a
range of 45% to 65%, and MGE will continue to monitor and track this range.

Pension Plans

MGE maintains qualified and nonqualified pension plans. MGE also provides health care and life insurance
benefits for its retired employees. MGE’s pensions are funded through an outside trust.

In addition to the market returns, various other assumptions also affect the investment returns and pension
costs.

» Assumed return on assets. This assumption is the rate of return on plan assets reflecting the average rate of
earnings expected on the funds invested (or to be invested) to provide for the benefits included in the
projected benefit obligation. For 2003, MGE used a 9.0% assumed return on assets. This rate was set at the
end of 2002. One of the approaches MGE used in determining its assumed return on assets is based on
historical returns. As of December 31, 2003, the ten-year historical return was 11.3%.

* Discount rate. The discount rate for SFAS No. 87 pension cost purposes is a rate at which pension
obligations could be effectively settled. MGE bases its rate on high-grade bond yields with a 25 basis point
adder. This adder is based on the relatively long duration of pension plan liabilities, benefit payments that
are in the form of an annuity, and the rate used has historically been at the top of the range. Moody’s Aa
Corporate Bond Yield was 6.01% on December 31, 2003. This approach generated a 6.25% discount rate
(1.e., 6.01% + 0.25%, rounded).

» Medical trend assumptions. The health care cost trend rate is the assumed rate of increase in per-capita
health care charges. For 2003, the health trend was reset to 14% with the ultimate trend of 5% reached in
2012.

Tax Provision
MGE Energy’s and MGE’s tax provisions, including both current and deferred components, are based on
estimates, assumptions, calculations, and interpretation of tax statutes for the current and future years.

Determination of current year federal and state income tax will not be settled for years.

Management regularly makes assessments of tax return outcomes relative to financial statement tax
provisions and adjusts the tax provisions in the period when facts become final.
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Accounting for Derivative Instruments

MGE accounts for derivative financial instruments under SFAS No. 133, Accounting for Derivatives and
Hedging Activities, and SFAS No. 149, Amendment of SFAS No. 133 on Derivative Instruments and Hedging
Activities. Under the provisions of SFAS No. 133, all derivatives except those qualifying for the normal
purchase normal sale exception are recognized on the balance sheet at their fair value. Fair value is
determined using current quoted market prices. If a contract is designated as a cash flow hedge, the change in
its market value is generally deferred as a component of other comprehensive income untii the transaction it
is hedging is completed. Conversely, the change in the market value of a derivative not designated as a cash
flow hedge is recorded in current period earnings. A cash flow hedge is a hedge of a forecasted transaction or
the variability of cash flows to be received or paid related to a recognized asset or liability. To qualify as a
cash flow hedge, the fair value changes in the derivative must be expected to offset 80% to 120% of the
changes in fair value or cash flows of the hedged item.

In the third quarter of 2002, MGE received approval from the PSCW to establish a regulatory asset or
liability for the deferral of the effects of mark-to-market accounting as required by SFAS No. 133 on
contracts related to MGE’s regulated operations.

Regulatory Assets/Liabilities

Regulatory assets represent costs that have been deferred to future periods when it is probable that the
regulator will allow future recovery of those costs through rates. MGE bases its assessment of recovery by
precedents established by the regulatory body. Regulatory liabilities represent previous collections from
customers to fund future expected costs or amounts received in rates that are expected to be refunded to
customers in future periods. These costs typically include deferral of energy costs, the normalization of
income taxes, and the deferral of losses incurred on debt retirements. The accounting for these regulatory
assets and liabilities is in accordance with the provisions of SFAS No. 71.

MGE continually assesses whether the regulatory assets continue to meet the criteria for probability of future
recovery. This assessment considers factors such as changes in the regulatory environment, recent rate orders
to other regulated entities under the same jurisdiction, and the status of any pending or potential deregulation
legislation. If future recovery of costs becomes no longer probable, the assets and liabilities would be
recognized as current-period revenue or expense.

Amortization of regulatory assets is provided over the recovery period as allowed in the related regulatory
agreement. It is also included in depreciation and amortization expense. The most significant regulatory
assets recorded by MGE include decommissioning and decontaminating enrichment facilities, environmental
costs, deferred charges related to the setup of ATC, deferred charges on the interest expense of its 2027A
Series First Mortgage Bonds, deferred charges related to the effects of mark-to-market accounting as
required by SFAS No. 133, and deferred charges related to tax recovery on AFUDC equity. See Footnote 6
for a listing of these assets and liabilities.

The most significant regulatory liabilities recorded by MGE include decommissioning and decontaminating
enrichment facilities, deferred credits related to the accounting of deferred taxes as required by

SFAS No. 109, amounts recorded for certain gas supply contracts that are considered derivatives under
SFAS No. 133 but are part of the PGA clause authorized by the PSCW, and a customer fuel credit.

35




PART 1I (continued)

Adoption of Accounting Principles and Recently Issued Accounting Pronouncements - MGE Energy
and MGE

SFAS No. 143

In 2001, FASB issued SFAS No. 143, Accounting for Asset Retirement Obligations. SFAS No. 143 provides
accounting requirements for retirement obligations associated with tangible long-lived assets. MGE Energy
and MGE were required to adopt SFAS No. 143 as of January 1, 2003. Retirement obligations associated
with long-lived assets included within the scope of SFAS No. 143 are those for which there is a legal
obligation under existing or enacted law, statute, written or oral contract, or by legal construction under the
doctrine of promissory estoppel.

Effective January 1, 2003, MGE recorded an obligation for the fair value of its legal liability for asset
retirement obligations associated with removing an electric substation, a combustion turbine generating unit,
wind generating facilities, and the photovoltaic generating facilities, all of which are located on property not
owned by MGE and would be removed upon the ultimate end of the lease. At December 31, 2003, this
liability is estimated at $1.4 million and is included in other deferred liabilities.

At the point the liability for asset retirement is incurred, SFAS No. 143 requires capitalization of the costs to
the related asset, property, plant, and equipment, net. For asset retirement obligations existing at the time of
adoption, the statement requires capitalization of costs at the level that existed at the point of incurring the
liability. These capitalized costs are depreciated over the same period as the related property. At the date of
adoption, the depreciation expense for past periods was recorded as a regulatory asset in accordance with
SFAS No. 71 because MGE believes the PSCW will allow it to recover these costs in future rates. Current
depreciation of the asset retirement cost is also being deferred as a regulatory asset under SFAS No. 71.

The initial liability is accreted to its present value each period. MGE defers this accretion as a regulatory
asset based on its determination that these costs can be collected from customers. MGE also may have asset
retirement obligations relating to various assets, such as combustion turbine generating units, small
distributed generating units, aboveground and underground storage tanks, facilities located at Columbia
(co-owned with Alliant and WPSC), and certain electric and gas distribution facilities. These facilities are
generally located on property owned by third parties, on which MGE is permitted to operate by lease, permit,
easement, license, or service agreement, but also include some facilities located on property owned by MGE.
The asset retirement obligations associated with these facilities cannot be reasonably determined due to the
indeterminate life of the related assets.

The pro forma asset retirement obligation MGE would have recognized as of January 1, 2002, had MGE
implemented SFAS No. 143 as of that date, was approximately $1.2 million based on the information,
assumptions, and interest rates as of January 1, 2003, used to determine the $1.4 million liability recognized
upon initial adoption of SFAS No. 143, Because MGE’s regulators are allowing these costs to be recovered
in future rates, adoption of SFAS No. 143 in the first quarter of 2002 would have had no impact on net
income and earnings per share of common stock. Accordingly, pro forma impacts are not presented.

The following table shows costs as of January 1, 2003, and changes to the asset retirement obligation and
accumulated depreciation during the twelve months ended December 31, 2003.

(a) (b) © (d)
(atb)
(In thousands) Original Asset Asset Accumulated
Retirement Accumulated Retirement Depreciation-
Obligation Accretion Obligation Related Asset
Balance, Jan. 1, 2003 (date of adoption) . . . . $685 $596 $1,281 $148
Changes through Dec. 31,2003 ........ 1 79 80 27
Balance, Dec. 31,2003 .............. $686 $675 $1.361 _$175
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As of December 31, 2003, MGE’s regulatory asset, included in deferred charges, is the total accumulated
accretion ($675,000) and accumulated depreciation ($175,000) or $850,000.

MGE made a significant reclassification related to the reporting of accumulated costs of removal that are
non-SFAS No. 143 obligations. The reclass removed the costs from accumulated depreciation and recorded
them as regulatory liability.

SFAS No. 146

In June 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or Disposal
Activities. This statement addresses financial accounting and reporting for costs associated with exit or
disposal activities and nullifies EITF 94-3, Liability Recognition for Certain Employee Termination Benefits
and Other Costs to Exit an Activity (including Certain Costs Incurred in a Restructuring). SFAS No. 146 is
effective for transactions initiated after December 31, 2002. Adoption of this statement did not have a
material impact on the consolidated financial statements.

SFAS No. 148

In December 2002, the FASB issued SFAS No. 148, Accounting for Stock-Based Compensation-Transition
and Disclosure. This statement amends FASB Statement No. 123, Accounting for Stock-Based
Compensation, to provide alternative methods of transition for a voluntary change to the fair value-based
method of accounting for stock-based employee compensation. In addition, the statement amends the
disclosure requirements of Statement 123 to require prominent disclosures in both annual and interim
financial statements about the method of accounting for stock-based employee compensation and the effect
of the method used on reported results. MGE Energy has no stock options as of December 31, 2003, and
therefore SFAS No. 148 did not have a material impact on the consolidated financial statements.

SFAS No. 149

On April 30, 2003, the FASB issued SFAS No. 149, Amendment of SFAS No. 133 on Derivative Instruments
and Hedging Activities. This statement amends and clarifies accounting for derivative instruments including
certain derivative instruments embedded in other contracts for hedging activities. SFAS No. 149 amends
certain other existing pronouncements. The amendments will result in a more consistent reporting of
contracts that are derivatives in their entirety or that contain embedded derivatives that warrant separate
accounting. SFAS No. 149 is effective for contracts entered into or modified after June 30, 2003. Adoption
of this statement did not have a material impact on the consolidated financial statements.

SFAS No. 150

In May 2003, the FASB issued SFAS No. 150, Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity. This statement establishes standards for how an issuer
classifies and measures certain financial instruments with characteristics of both liabilities and equity. It
requires that an issuer classify a financial instrument that is within the scope of SFAS No. 150 as a liability
(or an asset in some circumstances). Many of those instruments were previously classified as equity.

SFAS No. 150 is effective for interim periods beginning after June 15, 2003, for financial instruments
entered into or modified after May 31, 2003, except for mandatorily redeemable financial instruments of
nonpublic entities which will be effective for interim periods beginning after December 15, 2003. Adoption
of this statement did not have a material impact on the consolidated financial statements.
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SFAS No. 132

In December 2003, the FASB issued an amended SFAS No. 132, Employers’ Disclosures about Pensions
and Other Postretirement Benefits. This revised statement requires additional disclosures to those in the
original SFAS No. 132 about the plan assets, obligations, cash flows, and net periodic benefit cost of defined
benefit pension plans and other defined benefit postretirement plans.

FIN No. 45

In November 2002, the FASB issued FIN No. 45, Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others. This interpretation provides the
disclosures to be made by a guarantor in interim and annual financial statements about obligations under
certain guarantees. The interpretation also clarifies that a guarantor is required to recognize, at the inception
of a guarantee, a liability for the fair value of the obligation.

MGE makes available to qualifying customers a financing program for the purchase and installation of
energy-related equipment that will provide more efficient use of utility service at the customer’s property.
MGE is party to a chattel paper purchase agreement with a financial institution under which it can sell or
finance an undivided interest with recourse, in up to $7.5 million of the financing program receivables, until
February 28, 2004. Loans totaling $1.1 million have been sold to the financial institution during 2003. The
liability for the fair value of the obligation associated with these loans is not material.

MGE would be required to perform under the guarantee if the customer defaulted on its loan. The
energy-related equipment installed at the customer sites is used to secure the customer loans. The length of
the MGE guarantee to the financial institution varies from one to ten years depending on the term of the
customer loan. Principal payments for the next five years on the loans are $0.9 million in 2004 and 2005 and
$0.8 million in 2006, 2007, and 2008.

FIN No. 46

In January 2003, the FASB issued FIN No. 46, Consolidation of Variable Interest Entities - an Interpretation
of ARB No. 51.” In December 2003, the FASB issued the updated and final interpretation FIN No. 46-R.
FIN No. 46-R requires that an equity investor in a VIE have significant equity at risk (generally a minimum
of 10%, which is an increase from 3% required under the previous guidance) and hold a controlling interest,
evidenced by voting rights, and absorb a majority of the entity’s expected losses, receive a majority of the
entity’s expected returns, or both. If the equity investor is unable to evidence these characteristics, the entity
that retains these ownership characteristics will be required to consolidate the VIE as the primary
beneficiary. FIN No. 46 was applicable immediately to VIEs created or obtained after January 31, 2003. FIN
No. 46-R was effective on December 31, 2003, for interests in entities that were previously considered
special purpose entities under then existing authoritative guidance.

MGE Power West Campus is a VIE pursuant to FIN No. 46-R, as the equity investment at December 31,
2003, was not sufficient to permit the entity to finance its activities without additional support. MGE
concluded a VIE relationship exists due to the long-term lease arrangement between MGE and MGE Power
West Campus. MGE Power West Campus will lease all of its assets, a power plant, to MGE, pursuant to this
leasing arrangement and MGE will absorb a majority of the expected losses, residual returns, or both. The
VIE was consolidated into MGE as of December 31, 2003.
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EITF 03-11

In July 2003, FASB issued EITF 03-11, Reporting Realized Gains and Losses on Derivative Instruments that
are subject to SFAS No. 133 (Accounting for Derivative Instruments and Hedging Activities), and Not Held
Jfor Trading Purposes. This issue addresses whether realized gains and losses should be shown gross or net in
the income statement, for contracts that are not held for trading purposes. This issue will not have a material
impact on the consolidated financials statements.

FSP 106-1

In January 2004, the FASB issued FASB Staff Position No. FAS 106-1 (FSP 106-1), Accounting and
Disclosure Requirements Related to the Medicare Prescription Drug, Improvement and Modernization Act of
2003 (the Act). FSP 106-1 permits employers that sponsor postretirement benefit plans (plan sponsors) that
provide prescription drug benefits to retirees to make a one-time election to defer accounting for any effects
of the Act. The FSP 106-1 requires all plan sponsors to provide certain disclosures, regardless of whether
they choose to account or defer accounting. FSP 106-1 is effective for annual fiscal periods ending after
December 7, 2003. If deferral is elected, the deferral must remain in effect until the earlier of (1) the issuance
of guidance by the FASB on how to account for the federal subsidy to be provided to plan sponsors under the
Act or (2) the remeasurement of plan assets and obligations subsequent to January 31, 2004. MGE has

elected to defer recognition of the Act.

SEC SAB No. 104

In December 2003, the SEC issued SAB No. 104 regarding revenue recognition. SAB No. 104 revises or
rescinds portions of the interpretive guidance included in Topic 13 of the codification of Staff Accounting
Bulletins to make the guidance consistent with current authoritative accounting and anditing guidance and
SEC rules and regulations. MGE Energy and MGE will comply with the revised guidance.

Inflation

The current financial statements report operating results in terms of historical cost, but they do not evaluate
the impact of inflation. Because utilities can depreciate only the historical cost of utility plant, there may not
be adequate cash flows from existing plant to replace this investment. Under PSCW rate treatment, projected
operating costs, including the impacts of inflation, are recovered in revenues.
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PART I (continued)

Item 7A. Quantitative and Qualitative Disclosures About Market Risk - MGE Energy
and MGE.

Market Risks

MGE Energy and MGE are potentially exposed to market risk associated with interest rates, commodity
prices, weather, and equity returns. MGE currently has no exposure to foreign currency risk. MGE manages
some risk exposure through risk management policies and uses derivative instruments. MGE’s market risk
has not changed between 2003 and 2002. MGE does not enter into speculative trading transactions.

Interest Rate Risk

MGE issues commercial paper at varying interest rates for its short-term borrowings (see Footnote 14). MGE
also has $15.0 million in variable rate long-term debt outstanding as of December 31, 2003. Borrowing
levels under commercial paper arrangements vary from period to period depending upon capital investments
and other factors. Future short-term interest expense and payments will reflect both future short-term interest
rates and borrowing levels. MGE has a swap agreement with a commercial bank at a notional amount of
$5.0 million, backed by MGE’s commercial paper. MGE pays a fixed rate of 6.91% on the swap, which was
used to replace a portion of MGE’s 7.70%, 2028 Series, First Mortgage Bonds. MGE manages its interest
rate risk by limiting its variable rate exposure and continually monitoring the effects of market changes on
interest rates. MGE is not exposed to changes in interest rates on a substantial portion of its long-term debt
until that debt matures and is refinanced at market rates. MGE records the changes in the fair market value of
its commercial paper swap agreement currently in the income statement as required by SFAS No. 133 each
period, which is then offset by a corresponding regulatory asset or liability in accordance with authorization
received from the PSCW,

Commodity Price Risk

MGE has commodity price risk exposure with respect to the price of natural gas, electricity, coal, and oil.
MGE employs established policies and procedures to reduce the market risks associated with changing
commodity prices, including the use of commodity and financial instruments (see Footnote 12). MGE’s
commodity risks are somewhat mitigated by the current ratemaking process in place for recovering electric
fuel, purchased energy, and the cost of natural gas purchased for resale. MGE’s electric fuel costs are subject
to fuel rules established by the PSCW, which further mitigate commodity risk. Under the fuel rules, if
electric fuel costs exceed or fall below a 3.0% bandwidth set by the PSCW, MGE can apply for a fuel
surcharge or may have a fuel credit to its customers. Under the PGA authorized by the PSCW, MGE passes
through to customers the cost of gas, subject to certain limited incentives.

Under the fuel rules, MGE may include the costs and benefits of fuel price risk management tools
implemented under a risk management plan approved by the PSCW. In 2003, the PSCW approved MGE’s
Electric Procurement Risk Management Program, with conditions, through December 31, 2004. No
transactions have occurred under this program through December 31, 2003.

MGE has a limited number of financial gas commodity contracts. These contracts are primarily comprised of
exchange-traded option contracts to manage the cost of gas and over-the-counter financial floating-to-fixed
price swaps and calls for the “Winter Set-Price Firm Gas Sales Service” pilot program. The derivative
amounts recorded as a result of these gas contracts are offset with a corresponding regulatory asset or
liability because these transactions are part of the PGA and not subject to incentive participation.
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PART II (continued)

Weather Risk

MGE’s sales forecasts, used to establish rates, are set by the PSCW based upon estimated temperatures,
which approximate 20-year averages. MGE’s electric revenues are sensitive to the summer cooling season
and, to some extent, to the winter heating season. A significant portion of MGE’s gas system demand is
driven by heating. MGE’s gas margin (revenues less gas purchased) is collected under a combination of fixed
and volumetric rates set by the PSCW based on “normal weather.” As a result of weather-sensitive demand
and volumetric rates, a portion of MGE’s gas margin is at risk for warmer-than-normal weather, MGE may
use weather derivatives, pursuant to its risk management program, to reduce the impact of weather volatility
on its gas margin.

In August 2003, MGE purchased a nonexchange-traded Heating Degree Day (HDD) Put Option with a strike
of 5,500 HDD and sold a nonexchange-traded HDD Call Option with a strike of 5,800 HDD. The options
have a net premium cost of $0.1 million; notional amounts of $2,500 per HDD; a maximum HDD-related
receipt or payment of $1.0 million; terms covering November 1, 2003, through March 31, 2004; and
financial settlements against Madison weather. If the total actual HDD, as calculated under the contract, is
greater than 5,800, MGE will pay. If the total actual HDD is less than 5,500, MGE receives payment. For the
contract period, MGE’s average gas margin per HDD at risk is estimated to exceed $2,500. MGE is
accounting for the HDD options using the intrinsic value method pursuant to EITF 99-2, Accounting for
Weather Derivatives. Through December 31, 2003, actual HDD were 1,984 and contract allocated HDD
strikes were 2,087 and 2,201, resulting in a $0.3 million gain for MGE.

A summary of actual weather information in the utility segment’s service territory during 2003, 2002, and
2001, as measured by degree days, may be found in Results of Operations.

Regulatory Recovery Risk

MGE’s electric operations burn natural gas in several of its peak power plants or as a supplemental fuel at
several coal-fired plants—and in many cases, the cost of purchased power is tied to the cost of natural gas.
MGE bears significant regulatory risk for the recovery of such fuel and purchased power costs when they are
higher than the base rate established in its current rate structure.

As noted above in Commodity Price Risk, the electric operations of MGE operate under a “fuel rules”
adjustment clause for fuel and purchased power costs associated with the generation and delivery of
electricity. This clause establishes a base rate for fuel and purchased power. MGE assumes the risks and
benefits of variances that are within a 3.0% bandwidth. For 2003 and 2002, fuel and purchased power costs
included in MGE’s base fuel rates were $81.0 million and $85.1 million, respectively. In 2003 and 2002, the
base fuel rates included a fuel credit in the amount of $4.0 million and $1.2 million, respectively.

Equity Price Risk

MGE currently funds its liabilities related to employee benefits through trust funds. These funds, which
include investments in debt and equity securities, are managed by various investment managers. Changes in
market value of these investments can have an impact on the future expenses related to these liabilities.
MGE’s risk of expense and annuity payments, as a result of changes in the market value of the trust funds, is
mitigated in part through future rate actions by the PSCW.

Credit Risk

Credit risk is the loss that may result from counterparty nonperformance. MGE is exposed to credit risk
primarily through its merchant energy business. MGE uses credit policies to manage its credit risk, which
includes utilizing an established credit approval process, monitoring counterparty limits, employing credit
mitigation measures such as collateral or prepayment arrangements, and using netting agreements.
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PART II (continued)

Due to the possibility of extreme volatility in the prices of energy commodities and derivatives, the market
value of contractual positions with individual counterparties could exceed established credit limits or
collateral provided by those counterparties. If such a counterparty were then to fail to perform its obligations
under its contract (for example, fail to deliver the electricity MGE originally contracted for), MGE could
sustain a loss that could have a material impact on its financial results.

Additionally, if a counterparty were to default and MGE were to liquidate all contracts with that entity,
MGE’s credit loss would include the loss in value of mark-to-market contracts, the amount owed for settled
transactions, and additional payments, if any, to settle unrealized losses on accrual contracts.

MGE is obligated to provide service to all electric and gas customers within its respective franchised
territories. As a result, MGE has a broad customer base. For the year ended December 31, 2003, MGE’s ten
largest electric customers represented approximately 17.3% of its retail electric revenues. MGE’s ten largest
gas customers represented approximately 5.4% of its gas revenues. Credit risk for electric and gas is
managed by MGE’s credit and collection policies, which are consistent with state regulatory requirements.
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Item 8. Financial Statements and Supplementary Data.

Report of Independent Auditors

To the Board of Directors and
Shareholders of MGE Energy, Inc.:

In our opinion, the consolidated financial statements listed in the accompanying index Item 15 (a)(1) present
fairly, in all material respects, the financial position of MGE Energy, Inc. and its subsidiaries at

December 31, 2003 and 2002, and the results of their operations and their cash flows for each of the three
years in the period ended December 31, 2003 in conformity with accounting principles generally accepted in
the United States of America. In addition, in our opinion, the financial statement schedule listed in the
accompanying index appearing under Item 15 (a)(2) present fairly, in all material respects, the information
set forth therein when read in conjunction with the related consolidated financial statements. These financial
statements and financial statement schedule are the responsibility of the Company's management; our
responsibility is to express an opinion on these financial statements and financial statement schedule based
on our audits. We conducted our audits of these statements in accordance with auditing standards generally
accepted in the United States of America, which require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As discussed in Note 1 to the consolidated financial statements, effective August 12, 2002, MGE Energy,
Inc. became the holding company for Madison Gas and Electric Company (MGE). As a result of the
formation of the holding company, an exchange of shares of MGE Energy, Inc. common stock for shares of
MGE common stock occurred. The MGE Energy, Inc financial statements reflect this transaction for all
periods presented.

/s/ PricewaterhouseCoopers LLP
Chicago, Illinois
February 27, 2004
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Report of Independent Auditors

To the Board of Directors and
Shareholder of Madison Gas and Electric Company:

In our opinion, the consolidated financial statements listed in the accompanying index Item 15 (a)(1) present
fairly, in all material respects, the financial position of Madison Gas and Electric Company and its
subsidiaries at December 31, 2003 and 2002, and the results of their operations and their cash flows for each
of the three years in the period ended December 31, 2003 in conformity with accounting principles generally
accepted in the United States of America. In addition, in our opinion, the financial statement schedule listed
in the accompanying index appearing under Item 15 (a)(2) present fairly, in all material respects, the
information set forth therein when read in conjunction with the related consolidated financial statements.
These financial statements and financial statement schedule are the responsibility of the Company's
management; our responsibility is to express an opinion on these financial statements and financial statement
schedule based on our audits. We conducted our audits of these statements in accordance with auditing
standards generally accepted in the United States of America, which require that we plan and perform the
audit to obtain reasonable assurance about whether the financial statements are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial statement presentation. We believe that our audits provide
a reasonable basis for our opinion.

As discussed in Note 2 to the consolidated financial statements, the Company adopted certain provisions of
Financial Accounting Standards Board Interpretation No. 46, "Consolidation of Variable Interest Entities - an
interpretation of ARB 51 (revised December 2003)," as of December 31, 2003.

/s/ PricewaterhouseCoopers LLP
Chicago, [llinois
February 27, 2004
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PART 11 (continued)

MGE Energy, Inc.

Consolidated Statements of Income
(In thousands, except per-share amounts)

Operating Revenues ... ....... ... ... .. ... ... . ..

Operating Expenses:
Fuel for electric generation ...............couuuiiiniiiennn. ..
Purchased power ... ... . .. .. ...
Natural gas purchased ........... ... ... ... ... .. ...
Other operations and maintenance .................. ... .......

Depreciation and amortization . ... .............. i,

Other general taxes

Total Operating Expenses

Operating Income

Other income
Interest expense

Income before income taxes . ....... ... e
Income tax Provision . .............ciitiiiiii
Income before cumulative effect of a change in accounting principle . . . .

Cumulative effect of a change in accounting principle,
netoftax benefit of $78 . ... ... ... ..
NetIncome . ...... ... .. . .
Earnings Per Share of Common Stock (basic and diluted):
Income before cumulative effect of a change in accounting principle .
Cumulative effect of a change in accounting principle .............
Net Income

Dividends paid per share of commonstock ........................

Average Shares Outstanding (basic and diluted)

For the years ended December 31,

2003 2002 2001
$401,547  $347,096  $333,711
41,557 38,210 40,299
49,521 44,607 18,310
104,066 73,412 86,035
111,636 92,514 94,037
23,344 29,362 35,659
11,592 10,861 10,864
341,716 288,966 285,204
59,831 58,130 48,507
2,486 2,335 8,585
(11,776)  (12,545)  (13,789)
50,541 47,920 43,303
(19,901)  (18,727)  (15,941)
30,640 29,193 27,362
: . (117)
$ 30,640 $ 29.193 § 27.245
$1.71 $1.69 $1.63
: - (01)
$1.71 $1.69 $1.62
$1.35 $1.34 $1.33
17,894 17,311 16,819

The accompanying notes are an integral part of the above consolidated financial statements.
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MGE Energy, Inc.

Consolidated Statements of Cash Flows
(In thousands)

For the years ended December 31,

2003 2002 2001
Operating Activities:
NEtINCOME . . .ottt e e e e e e $30,640  $29,193  $27,245
Items not affecting cash:
Depreciation and amortization .. .............. oo, 23,344 29,362 35,659
Deferred InCOME taXeS . .. .ottt e 13,075 3,629 11,601
Amortization of nuclearfuel ............. .. ... . ... . ... ... .... - - 1,649
Amortization of investment tax credits ............ ... ... .. .... (516) (520) (849)
Equity inearnings in ATC .. ....... ... . ... .. (3,687) (3,316)  (3,345)
Cumulative effect of change in accounting principle,
netoftax benefit of $78 . ... ... ... .. - - [17
Other IteMS . . o e e e (514) (380) (385)
Dividend income from ATC ... ... ... ... . .. . 2,640 2,714 1,630
Prepaymentsto ATC . ... ... 5,000 (5,000) -
Changes in working capital items:
Receivables,net . ... ... . (1,438) (11,214) 13,100
INVeNtOrIes ...t e (5,195) 2,375 (8,809)
Unbilled revenues . ... ..ot e e (3,105 (2,053) 11,414
Prepayments . ... (3,368) (2,278)  (1,813)
Accountspayable . ... .. 3,044 9,399 (5,061)
Accrued Interest . ... ... e (193) 51 (2,602)
Other current liabilities . . . ... ... .o i i 3,655 4,036 (1,520)
Other noncurrent items, net . ... ...ttt 5,220 248 (4,044)
Cash Provided by Operating Activities .. ...................... 68,602 56,246 73,987
Investing Activities:
Capital expenditures .. ...ttt (82,970)  (77,001) (41,966)
Advance to ATC relatedto WCCF ... .. ... ... ... ... ... ....... (9,223) (1,281) -
Increase in nuclear decommissioning fund .......... .. ... ... ...... - (7,804)  (8,931)
Capital distribution from ATC . ...... .. ... ... .. i - - 15,000
Sale of interest innuclearplant .. ... ... .. ... . L - 15,381

Purchase of gas service territory .. ...........iuvirernnneen.n. - (78)  (3,800)
Other ..o e (1,281) (545) (537)

Cash Used for Investing Activities . ....... ... ... ..ccuriien.. (93,474)  (86,709) (24,853)
Financing Activities:
Issuance of common Stock . . ... .. i 23,162 13,597 10,879
Cash dividends paid on common stock . ......... ... .. .. ... ... ..., (24,137)  (23,170) (22,341)
Long-term debt maturities/redemptions . ......................... (20,000)  (20,000)  (6,075)
Issuance of long-termdebt ........ ... ... .. ... .. ... . .. .. ... 50,000 35,000 -
Increase/(decrease) in short-termdebt . ........... ... .. ... ....... (2,618) 24,798  (34,500)
Other .. (200) 484 697
Cash Provided by/(Used for) Financing Activities ............... 26,207 30,709 (51,340)
Change in Cash and Cash Equivalents: ........... ... ... ... . ....... 1,335 246 (2,206)
Cash and cash equivalents at beginning of period . .. ................ 685 439 2,645
Cash and cash equivalents atend of period ..................... $ 2020 § 685 § 439

The accompanying notes are an integral part of the above consolidated financial statements.
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PART II (continued)

MGE Energy, Inc.
Consolidated Balance Sheets
(In thousands)
At December 31,
ASSETS 2003 2002
Current Assets:
Cash and cashequivalents .. ............ it $ 2,020 $§ 685
Restricted cash . ... ... o 3,364 2,313
Accounts receivable, less reserves of $2,735 and $2,659, respectively ............. 37,713 36,275
Unbilled revenues . ... e 21,644 18,539
Materials and supplies, at lower of average costormarket . ...................... 7,851 8,147
Fossil fuel, at lower of average costormarket . ............................... 5,054 5,213
Stored natural gas, at lower of average costormarket ............... .. ......... 18,598 12,948
Prepaid taXeS . .t 14,063 10,827
Other Prepayments . .. . .ottt et e e e e e e 2,156 2,024
Total CUurrent ASSEIS . ..o v 112,463 96,971
Deferred Charges ... ... ... e 40,420 29,653
Property, Plant, and Equipment, Net . ... ... ... .. ... ... .. ... ... ... ... ... 449,022 421,375
Construction WOrk in PIOZIESS . . . v\ vt e ettt e et i e 88,489 47,539
Nuclear decommissioning fund . ....... ... . ... .. . .. .. - 8,782
Total Property, Plant, and Equipment .. ... ... ... ... .. 537,511 477,696
Other property and investments . ... ... ... ... ... ... ... ... .. . 31,293 35,493
Total ASSeUS . ... .o $721,687  $639,813
LIABILITIES AND CAPITALIZATION
Current Liabilities:
Long-term debt due withinoneyear ......... ... ... ... ... ... $ 20,000 $ -
Short-term debt - commercial paper ............. . ... i 31,680 34,298
Accounts payable .. ... 35,043 31,999
Accrued Interest . .. ... 2,968 3,161
Other current iabilities . . ... .. 15,874 11,089
Total Current Liabilities .. ... . . . . e 105,565 80,547
Other Credits:
Deferred 1nCOmME taXeS . . .ot 75,525 62,450
Investment tax credit-deferred . ... ... .. ... ... .. ... 4,891 5,407
Regulatory liabilities .. ... ... i 34,469 33,561
Other deferred Habilities . ... ... . . 35,963 38,329
Total Other Credits ... ... . . . e e 150,848 139,747
Capitalization:
Common shareholders” equity .. ... ... oot 263,070 227,370
Long-termdebt ... ... . 202,204 192,149
Total Capitalization . ....... ... .. . i 465,274 419,519
Commitments and CONtINZENCIES . ...\ttt ettt et et e et - -
Total Liabilities and Capitalization ...... ... ............................ $721,687  $639,813

The accompanying notes ave an integral part of the above consolidated financial statements.
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MGE Energy, Inc.

Consolidated Statements of Capitalization
(In thousands)

At December 31,
2003 2002
Common Shareholders’ Equity:
Common stock - par value $1 per share:
Authorized 50,000,000 shares
Outstanding 18,343,913 and 17,574,796 shares, respectively ................... $ 18,344 $ 17,575
Additional paid-in capital ........ ... . . 168,574 146,181
Retained €armings . ... ... ...t 79,542 73,039
Accumulated other comprehensiveloss ... ... . (3,390) (9,425)
Total Common Shareholders’ Equity . ....... .. . .. . . .. 263,070 227,370
First Mortgage Bonds:
7.70%, 2028 SEIIeS .. ittt e e 1,200 21,200
Other Long-Term Debt:
Variable rate, due 2004 .. ... . - 15,000
6.91%, due 2004 ... .. e - 5,000
7.49%, due 2007 ... 15,000 15,000
6.02%, due 2008 ... .. 30,000 30,000
4.875% 2012 Series, Industrial Development Revenue Bonds .. ................. 19,300 19,300
5.875% 2034 Series, Industrial Development Revenue Bonds .. ................. 28,000 28,000
6.58%, due 20012 .. . 15,000 15,000
5.26%, due 2017 .. 20,000 20,000
T12%, due 2032 .. 25,000 25,000
6.12%, due 2028 .. ... 20,000 -
5.68%, due 2033 e 30,000 -
Total Other Long-Term Debt . ... . ... .. ... . i, 202,300 172,300
Unamortized discount and premiumon bonds, net . ........................... (1,296) (1,351)
Total Long-Term Debt ... ... . . .. 202,204 192,149
Total Capitalization .......... ... ... . ... . . ... .. $465,274 $419,519

The accompanying notes are an integral part of the above consolidated financial statements.
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MGE Energy, Inc.

Consolidated Statements of Common Equity and Comprehensive Income
(In thousands, except per-share amounts)

Accumulated
Additional Other
Common Stock  Paid-in  Retained Comprehensive Comprehensive
Shares _Value Capital Earnings (Loss)/Income Income
2001
Beginning balance — December 31,2000 .. ... 16,619 $16,619 $122,661 $62,112 $(1,080)
Netincome ..................ciiivn... 27,245 $27,245
Other comprehensive income/(loss):
Minimum pension liability adjustment,
netof $132taxexpense .. ............... 197 197
Total comprehensive income ............. .. $27.442
Common stock dividends declared (22,341)
($1.33 pershare) ......................
Common stock issued . ................... 453 453 10,426
Ending balance — December 31,2001 ........ 17,072 $17,072 $133,087 $67,016 $ (883)
2002
Netincome ..o, 29,193 $29,193
Other comprehensive income/(loss):
Minimum pension liability adjustment,
netof $5,727 tax benefit ................ (8,542) (8,542)
Total comprehensive income ............... $20,651
Common stock dividends declared (23,170)
($1.34pershare) ......................
Common stockissued .................... 503 503 13,094
Ending balance — December 31,2002 ...... .. 17,575 $17,575 $146,181 $73,039 $(9,425)
2003
Netincome .............. ... ... 30,640 $30,640
Other comprehensive income/(loss):
Minimum pension liability adjustment,
net of $4,046 tax expense ............... 6,035 6,035
Total comprehensive income ............... 836,675
Common stock dividends declared (24,137)

($1.35pershare) ............. ... ......
Common stockissued . ................... 769 769

22,393

Ending balance - December 31,2003 ........ 18,344 $18,344

The accompanying notes are an integral part of the above consolidated financial statements.

$168,574 §79,542

$(3,390)
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Madison Gas and Electric Company
Consolidated Statements of Income

(In thousands)
For years ended December 31,
2003 2002 2001
Operating Revenues:
Regulated electric revenues . . .......oovi ittt $241,745 $224987 $203,178
Regulated gasrevenues .................o it 159,802 122,109 130,533
Total Operating Revenues . .. ... ... 401,547 347,096 333,711
Operating Expenses:
Fuel for electric generation ......... ... ... .. . i 41,557 38,210 40,299
Purchased power . ... ... . e 49,521 44,607 18,310
Natural gas purchased ........... ... ... i, 104,066 73,412 86,035
Other operations and maintenance ...............c.ciuienenrnri.. 111,254 92,499 94,037
Depreciation and amortization . . ...ttt 23,344 29,362 35,659
Other general taXxes . ...ttt e 11,589 10,861 10,864
Income tax proviSion . .. ...ttt e 19,094 17,573 13,836
Total Operating EXpenses . .. ...t 360,425 306,524 299,040
Net Operating Income ... ...... ... ... ... .. . ... .. ... 41,122 40,572 34,671
Other Income and Deductions:
AFUDC -equity funds . ....... ... . . 514 380 385
Equity ineamings in ATC . .. .. i i e 3,687 3,316 3,345
Income taX provision .. ... ... (463) (889) (2,105)
Otherdeductions . .......... ... . ittt (3,002) (1,421) 4,638
Total Other Income and Deductions . ........ ... ... 736 1,386 6,263
Income before interest expense and cumulative effect
of a change in accounting principle . ............ ... ... ... ... ... 41,858 41,958 40,934
Interest Expense:
Interest on long-termdebt ... ... ... ... ... .. .. .. .. 11,558 12,032 12,781
Otherinterest . ....... ...t 201 508 1,008
AFUDC —borrowed funds . ........ ... ... ... ... . . 0 i (230) (213) (217)
Net Interest EXpense .. ... 11,529 12,327 13,572
Net income before cumulative effect of a change in
accounting principle . ... ... 30,329 29,631 27,362
Cumulative effect of a change in accounting principle,
net of tax benefitof $78 .. ... ... ... - - (117)
NetInCOmE . oot e e e $ 30329 $ 29,631 § 27245

The accompanying notes are an integral part of the above financial statements.
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Madison Gas and Electric Company

Consolidated Statements of Cash Flows
(In thousands)

For the years ended December 31,

Operating Activities: 2003 2002 2001
Netincome . . ... $30,329 $29,631 $27,245
Items not affecting cash:

Depreciation and amortization ............. ..o, 23,344 29,362 35,659
Deferred income taxes ........... i 13,156 3,629 11, 601
Amortization of nuclear fuel ......... ... . .. . ... - - 1,649
Amortization of investment tax credits ......................... (516) (520) (849)
AFUDC -equityfunds ......... .. .. ... (514) (380) (385)
Equity ineamings in ATC . ........ .. .. . i, (3,687) (3,316) (3,345)
Cumulative effect of change in accounting principle,
netoftax benefitof $78 ... ... ... ... - - 117
Dividend income from ATC . ... ... ... ... .. ... ... .. ... .. ..... 2,640 2,714 1,630
Prepayments to ATC . ... ... . 5,000 (5,000) -
Changes in working capital items:
Receivables, net . ... ... ... . 1,838 (11,230) 13,100
INVentories . ... ... .t (5,195) 2,375 (8,809)
Unbilledrevenues . ... ... oo (3,105) (2,053) 11,414
Prepayments .. ... ... i (3,813) (2,047) (1,813)
Accountspayable ...... ... . 3,675 6,511 (5,546)
Accrued INTErest ... ...t (166) 47 (2,602)
Other current liabilities . . ... ... ... . . 3,592 3,923 (1,520)
Other noncurrent iteMS, NEt .. . ... ..ottt e 6,584 (146) (4,044)
Cash Provided by Operating Activities ... ................co... 73,162 53,500 73,502
Investing Activities:
Capital expenditures .. ........c. .t (43,755)  (58,149)  (41,966)
Advance to ATCrelatedto WCCF . ...... ... .. ... .. .. .... (9,223) (1,281) -
AFUDC -borrowed funds ... ....... ..o i i (230) (213) (217)
Increase in nuclear decommissioning fund ........................ - (7,804) (8,931)
Purchase of gas service territory ........... .. ... . - (78) (3,800)
Capital distribution from ATC . ... .. .. . ... ... ... .. - - 15,000
Sale of interest innuclearplant . ....... ... ... ... .. .. ... .. ... - - 15,381
Other .. (1,051) (332) (320)
Cash Used for Investing Activities .............c.cccoiieeien., (54,259) (67,857) (24,853)
Financing Activities:
Equity contributions fromparent .. ......... ... ... . .. e, 19,606 4,497 -
Issuance of commonstock .. ... ... . .. - 7,471 10,879
Cash dividends paid on common stock .............. ... ... ....... - - (22,341)
Cash dividends paid toparent . ....... ... .. .. ... .. ... . ... .. ... (29,685) (17,316) -
Affiliate financing of WCCF .. ... ... . . . (10,542) - -
Long-term debt maturities/redemptions . ......................... (20,000)  (20,000) (6,075)
Issuance of long-termdebt ......... ... ... ... ... .. ... ..., 20,000 35,000 -
Increase/(decrease) in short-termdebt ... ......... ... ... .. ... ..... 2,000 4,000 (34,500)
Other ..o (300) 484 1,182
Cash Provided by/(Used for) Financing Activities . .............. (18,921) 14,136 (50,855)

Change in Cash and Cash Equivalents . ............................. (18) (221) (2,2006)
Cash and cash equivalents at beginning of period ... ................ 468 439 2,645
Cash and cash equivalents at end of period ..................... $ 450 § 218 § 439

The accompanying notes are an integral part of the above financial statements.
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PART II (continued)

Madison Gas and Electric Company
Consolidated Balance Sheets

(In thousands)
At December 31,
ASSETS 2003 2002
Utility Plant (At Original Cost, In Service):
EleCtriC oo e $573,326 $547,139
GBS it e e 232,401 222,111
Gross plant in SeIVICE .. ..ottt 805,727 769,250
Less accumulated provision for depreciation ............. ... ... . . . e, (356,705) (347,875
Net plant i SErviCe .. .. ..ot e 449,022 421,375
Construction WOrk In PrOZIESS . .. .ottt it it e it 88,489 28,686
Nuclear decommissioning fund . ... .. . - 8,782
Total Utility Plant ... . ... e 537,511 458,843
Other property and iNVESIMENES . .. . ..ottt et 2,679 7,550
Investment in ATC ... ... e 27,886 26,839
Total Other Property and Investments . ... .. ... ... .. . 0. iiiiiiinananni.. 30,565 34,389
Current Assets:
Cashand cashequivalents . . . ... ... i e 450 218
Restricted cash . ... 3,364 2,313
Accounts receivable, less reserves of $2,735 and $2,659, respectively .................. 34,453 36,291
Unbilled revenues .. ... .. 21,644 18,539
Materials and supplies, at lower of average costormarket ........................... 7,851 8,147
Fossil fuel, at lower of average costormarket ................. .. .. ... .. ... ... ... 5,054 5,213
Stored natural gas, at lower of average costormarket .......... ... ... L 18,598 12,948
Prepaid taXeS . .. . e e e 14,305 10,619
Other prepayments . .. ... ...t 2,128 2,001
Total Current ASSEIS .. ..o 107,847 96,289
Special billing Projects . ... .. 14,574 4,426
Regulatory assets . .. ... 8,241 10,308
Other deferred charges ... .. ... ..o 17,334 14,919
TOtal ASSEES . . ... $716,072 $619,174
CAPITALIZATION AND LIABILITIES
Common stockholder equity .. ... $256,819 $230,534
Long-termdebt .. ... . .. e 202,204 192,149
Total Capitalization ... ... .. ... .. . .. 459,023 422,683
Current Liabilities:
Long-term debt - due withinone year .. .. ... .. .. .. . i 20,000 -
Short-term debt - commercial paper .. ... .. e 15,500 13,500
Accounts payable .. ... 32,826 29,151
Affiliate payables . ... ... .. 18,918 -
ACCIUE TNTEIEST . . ottt et e e e 2,967 3,157
Accrued payroll - related Items . . .. ... ... 6,786 5,811
Other current liabilities .. .. .. ... . . e 8,872 5,125
Total Current Liabilities . ... ... . . . . . . . 105,869 56,744
Other Credits:
Deferred INCOME tAXES . . .o\ v it et et e 75,606 62,450
Investment tax credit - deferred .. ... ... .. .. 4,891 5,407
Regulatory labilities . ... . ... e 34,469 33,561
Pension liability . . . ... oo 29,947 32,866
Other deferred liabilities ... ... ... .o e e e e 6,267 5,463
Total Other Credits .. ... .. . . e 151,180 139,747
Commitments and CONtINZENCIES . . . . .« v ittt e et e e e - -
Total Capitalization and Liabilities ........................................ $716,072 $619,174

The accompanying notes are an integral part of the above financial statements.
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PART 1I (continued)

Madison Gas and Electric Company

Consolidated Capitalization Statement
(In thousands)

At December 31,
2003 2002
Common Shareholders’ Equity
Common stock - par value $1 per share:
Authorized 50,000,000 shares
Outstanding 17,347,889 shares, respectively . ............ .. .. .. ... ... ..... $ 17,348 $ 17,348
Additional paid-incapital ....... ... . .. 164,385 144,779
Retained arnings .. ... ..ottt 78,476 77,832
Accumulated other comprehensiveloss ....... ... ... ... .. ... (3,390) (9.,425)
Total Common Shareholders’ Equity . ....... ... .. . ... 256,819 230,534
Redeemable Preferred Stock,
Cumulative, $25 par value, 1,175,000 authorized, but unissued .................. .. - -
First Mortgage Bonds
T.70%, 2028 SeIIES .ottt e 1,200 21,200
Other Long-Term Debt
Variable rate, due 2004 . .. ... L - 15,000
6.91%, due 2004 . .. - 5,000
TA9%, due 2007 . .o 15,000 15,000
6.02%, due 2008 . ... e 30,000 30,000
4.875% 2012 Series, Industrial Development Revenue Bonds . .................. 19,300 19,300
5.875% 2034 Series, Industrial Development Revenue Bonds ................... 28,000 28,000
6.58%, due 2012 .. 15,000 15,000
5.26%, due 2017 . 20,000 20,000
7120, due 20832 o 25,000 25,000
6.12%, due 2028 ... 20,000 -
5.68%, due 2033 .. e e e 30,000 -
Other Long-Term Debt . ... ... . . . . e et 202,300 172,300
Unamortized discount and premium on bonds, net .............. ... ... ... . ..... (1,296) (1,351)
Total Long-Term Debt ... ... . . . e 202,204 192,149
Total Capitalization .......... ... ... .. . . . . §459,023 $422,683

The accompanying notes are an integral part of the above financial statements.
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PART II (continued)

Madison Gas and Electric Company

Consolidated Statements of Common Equity and Comprehensive Income
(In thousands, except per-share amounts)

Accumulated
Additional Other
Common Stock  Paid-in Retained Comprehensive Comprehensive
Shares _Value Capital Earnings (Loss)/Income Income
2001
Beginning balance - December 31, 2000 . .. .. 16,619 316,619 $122,661 $62,112 $(1,080)
Netincome ........... ... 27,245 $27,245
Other comprehensive income/(loss):
Minimum pension liability adjustment,
netof $70 tax expense . .. ........... ... 197 197
Total comprehensive income .............. $27,442
Common stock dividends declared ......... (22,341)
Common stock issued ................... 453 453 10,426
Ending balance - December 31,2001 . ... ... 17,072 $17,072 $133,087 $67,016 $ (883)
2002
Netincome ..............ccovinininon.. 29,631 $29,631
Other comprehensive income/(loss):
Minimum pension liability adjustment,
net of $5,727 tax benefit ........ ... ... (8,542) (8,542)
Total comprehensive income .............. $21.089
Common stock dividends declared ......... (17,316)
Transfer of subsidiary equity to parent ...... (1,499)
Common stock issued ................... 276 276 11,692
Ending balance - December 31,2002 ....... 17,348 $17.348 $144,779 $77,832 $(9,425)
2003
Netincome ... .o 30,329 $30,329
Other comprehensive income/(loss):
Minimum pension liability adjustment,
net of $4,046 tax expense .............. 6,035 6,033
Total comprehensive income .............. $36,364
Common stock dividends declared ......... (29,685)
Capital distribution from parent ............ 19,606
Ending balance - December 31,2003 . ... ... 17,348 $17,348 §$164,385 $78,476 $(3,390)

The accompanying notes are an integral part of the above financial statements.
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PART I (continued)

Notes to Consolidated Financial Statements
December 31, 2003, 2002, and 2001

This report is a combined report of MGE Energy and MGE. The notes to the consolidated financial
statements that follow include consolidated MGE Energy Footnotes and certain Footnotes related to MGE.

1.  Summary of Significant Accounting Policies.

a.

General - MGE Energy.

On August 12, 2002, MGE Energy became the holding company for MGE as the result of the
completion of an exchange of shares of MGE Energy common stock for shares of MGE common
stock. The MGE Energy financial statements reflect this transaction for all periods presented.
Consequently, MGE constitutes a substantial portion of all of the assets, liabilities, and results of
operations of MGE Energy and is expected to continue to do so for the foreseeable future.

MGE Energy is a holding company. MGE, a wholly owned subsidiary of MGE Energy, is a
regulated electric and gas utility headquartered in Madison, Wisconsin. MGE generates and
distributes electricity to nearly 132,000 customers in a 250-square-mile area of Dane County.
MGE also purchases and distributes natural gas to more than 129,000 customers in 1,375 square
miles of service territory in seven south-central Wisconsin counties. Other wholly owned
subsidiaries of MGE Energy include MGE Power, which owns 100% of MGE Power West
Campus, and MGE Construct. These subsidiaries are part of our nonutility energy operations,
which have been formed to construct and own new electric generation projects.

The consolidated financial statements reflect the application of certain accounting policies
described in this note. All significant intercompany accounts and transactions have been eliminated
in consolidation.

Accounting policies for regulated operations are in accordance with those prescribed by the
regulatory authorities having jurisdiction, principally the PSCW, FERC, and SEC under the Public
Utility Holding Company Act of 1935.

Use of Estimates - MGE Energy and MGE.

In order to prepare consolidated financial statements in conformity with generally accepted
accounting principles, management must make estimates and assumptions. These estimates could
affect reported amounts of assets, liabilities, the disclosure of contingent assets and liabilities at the
date of the financial statements, as well as the reported amounts of revenues and expenses during
the reporting periods. Actual results could differ from management’s estimates.

Revenues - MGE.

Revenues from the sale of electricity and gas to customers are generally recorded when
electricity/gas is delivered to those customers. The quantity of those sales is measured by
customers’ meters. Due to the large volume of those meters, it is impractical to read all of them at
month-end. Meters are read on a systematic basis throughout the month based on established
meter-reading schedules. Consequently, at the end of any month, there exists a quantity of
electricity and gas service that has been rendered but not billed. As a result, management must
estimate revenue related to electricity and gas delivered to customers between their meter-read date
and the end of the period.
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PART 11 (continued)

In order to estimate unbilled revenues as of the end of a particular period, MGE performs a series
of calculations based upon actual and estimated numbers and assumptions. MGE begins by
calculating the amount of electricity and gas available for sale within its system during that period
based upon known inputs (i.e., electricity and gas purchases from third parties, gas from storage,
and MGE-generated electricity). These amounts are then adjusted to deduct the amounts actually
included in customers’ bills for that period.

In the case of electricity, the amount is further reduced by estimating the quantity of electricity lost
in the process of transmitting and distributing it to customers. The resulting available-for-sale
quantities are then allocated to various customer classes based upon historical utilization patterns
for those customers. MGE applies published tariffs to determine the associated revenues.
Utilization patterns are based upon assumptions regarding weather, economic conditions, and
consistency of use over the period in question. Actual use can be affected by variations in those
items. The resulting estimate is then compared to other available statistics, including accounts
receivable and billed sales for the particular period, in order to confirm its reasonableness.

During 2003, many of MGE’s largest customers were shifted to a calendar month bill. As a result
of this shift, the majority of these customers’ electricity usage is now accounted for in the unbilled
calculation. The unbilled amounts are based on actual usage billed the following month and are
therefore very reliable. Due to this billing shift, MGE has seen the ratio of unbilled-to-billed
electric sales climb. The ratio has settled into a range of 45% to 65%, and MGE will continue to
monitor and track this range.

Gas revenues are subject to an adjustment clause related to periodic changes in the cost of gas.
d. Income Taxes and Excise Taxes - MGE.

Under the liability method prescribed by SFAS 109, income taxes are deferred for all temporary
differences between pretax financial and taxable income and between the book and tax basis of
assets and liabilities using the tax rates scheduled by law to be in effect when the temporary
differences reverse. Future tax benefits are recognized to the extent that realization of such benefits
is more likely than not. A valuation allowance is recorded for those benefits that do not meet this
criterion.

Regulation and SFAS No. 109 have resulted in a regulatory liability related to income taxes.
Excess deferred income taxes result from past taxes provided at rates higher than current rates. The
SFAS No. 109 regulatory liability and deferred investment tax credit reflects the revenue
requirement associated with the return of these tax benefits to customers.

Investment tax credits from regulated operations are amortized over related property service lives.

Tax credits for the generation of electricity from wind are based on kWh produced and sold during
the year at the current statutory tax credit rate of 1.8 cents per kWh.

MGE Energy, through its utility operations, pays a state license fee tax in lieu of property taxes on
property used in utility operations. License fee tax is calculated as a percent of adjusted operating
revenues of the prior year. The electric tax rate is 3.19%, and the gas tax rate is 0.97%. Estimated
tax is prepaid (prepaid taxes) one year in advance of expense recognition. License fee tax expense,
included in other general taxes, was $8.4 million, $7.8 million, and $7.7 million for the years
ended December 31, 2003, 2002, and 2001, respectively.

Operating income taxes, including tax credits, and license fee tax are included in rates.
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PART II (continued)

e. Inventories - MGE.

Inventories consist of natural gas in storage, fossil fuels, and materials and supplies. MGE values
all natural gas in storage, fossil fuels, and materials and supplies using average cost.

f. Regulatory Matters - MGE.

Pursuant to SFAS No. 71, Accounting for the Effects of Certain Types of Regulation, MGE
capitalizes as regulatory assets incurred costs that are expected to be recovered in future electric
and natural gas rates. MGE also records as regulatory liabilities obligations to customers to refund
previously collected revenue or to spend revenue collected from customers on future costs.

Electric industry restructuring could affect MGE’s ability to continue establishing certain
regulatory asset and liability amounts now allowed under SFAS No. 71. MGE is unable to predict
whether any adjustments to regulatory assets and liabilities will occur in the future. However, the
PSCW has recognized the need to allow recovery for commitments made under prior regulation.

g. Debt Issuance Costs - MGE Energy and MGE.

Premiums, discounts, and expenses incurred with the issuance of outstanding long-term debt are
amortized over the life of the debt issue. Any call premiums or unamortized expenses associated
with refinancing higher-cost debt obligations used to finance utility-regulated assets and operations
are amortized consistent with regulatory treatment of those items.

h. Comprehensive Income - MGE.

Comprehensive income includes all changes in equity during a period except those resulting from
investments by and distributions to shareholders. Comprehensive income is reflected in the
Consolidated Statements of Common Equity and Comprehensive Income.

i. Hedge Accounting - MGE.

Hedge accounting is applied only if the derivative reduces the risk of the underlying hedged item
and is designated at inception as a hedge, with respect to the hedged item. If a derivative
instrument ceased to meet the criteria for deferral, any gains or losses were recognized in income.

j. Accounting for Financial Derivatives - MGE.

MGE manages its risk exposure related to interest rates, commodity prices, and gas margin through
its risk management policies and the use of various derivative instruments. MGE manages its
interest rate risk by limiting its variable rate exposure through interest rate swap agreements. MGE
uses various derivative contracts to manage the cost of gas for its “Winter Set-Price Firm Gas Sales
Service” pilot program. MGE may use weather derivatives to reduce the impact of weather
volatility on its gas margin.
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PART II (continued)

k. Impairment of Long-Lived Assets - MGE.

MGE reviews plant and equipment and other property for impairment when events or changes in
circumstances indicate that the carrying amount of the assets may not be recoverable. MGE’s
policy for determining when long-lived assets are impaired is to recognize an impairment loss if
the sum of the expected future cash flows (undiscounted and without interest charges) from an
asset is less than the carrying amount of that asset. If an impairment loss is recognized, the amount
that will be recorded will be measured as the amount by which the carrying amount of the asset
exceeds the fair value of the asset. MGE believes there is no impairment of long-lived assets in
accordance with SFAS No. 144 at December 31, 2003.

l. Restricted Cash - MGE

MGE has some cash accounts that are restricted to uses other than current operations, and
designated for a specific purpose. MGE’s restricted cash accounts relate to cash deposited for
operations and capital expenditures at its joint operating plant and cash held by trustee for certain
employee benefits.

m. Unbilled Receivables and Retainage Receivable Associated with the WCCF.

Unbilled receivables for MGE Construct represent actual costs incurred on behalf of the State for
the construction of WCCF. The costs are billed to the State on a monthly basis pursuant to the
EPC Agreement. The unbilled receivable at December 31, 2003, totaled $2.0 million and was
billed to the State in January 2004.

At December 31, 2003, MGE Construct has a $1.2 million retainage receivable from the State
associated with WCCF. Ten percent of all nonmajor equipment and service costs (up to $5 million)
billed to the State will be retained until commercial operation of the facility pursuant to the

EPC Agreement.

n. Reclassification.

Certain prior-year amounts have been reclassified for comparative purposes. The financial
statements include the accounts of MGE Energy and its subsidiaries. These reclassifications did
not affect consolidated net income for the years presented.

MGE made a significant reclassification related to the reporting of accumulated costs of removal,
which are nonlegal retirement obligations. Previously, these costs were included as components of
accumulated depreciation.

2. Basis of Consolidation - MGE.

MGE Power West Campus was created for the purpose of owning new generating assets including
WCCEF. These new generating assets are for the primary benefit of MGE’s customers. The long-term
lease arrangement between MGE and MGE Power West Campus creates a VIE relationship under

FIN No. 46-R (see Footnote 20). MGE is considered the primary beneficiary to this VIE because it will
absorb a majority of the entity’s expected losses, residual returns, or both. Therefore, MGE Power
West Campus has been consolidated into MGE in accordance with FIN No. 46-R as of December 31,
2003.
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The consolidation of MGE Power West Campus resulted in an increase to construction work in
progress of $48.6 million, an increase in long-term debt of $30.0 million, and affiliate payables of
$18.9 million at December 31, 2003. As MGE Power West Campus had no significant operations, the
consolidation of this entity by MGE did not have a material impact on the Consolidated Statements of
Income for the year ended December 31, 2003.

3. Nuclear Fuel - MGE.

The 1992 National Energy Policy Act requires all utilities that have used federal enrichment facilities
to pay a special assessment for decontaminating and decommissioning these facilities. This special
assessment is based on past enrichment. MGE has accrued in other regulatory liabilities and deferred in
deferred charges an estimated $0.8 million for its portion of the special assessment. MGE believes any
additional costs will be recovered in future rates.

MGE sold its 17.8% ownership interest in Kewaunee to WPSC in September 2001 (see Footnote 18).
However, it retained financial responsibility for spent nuclear fuel associated with its share of
generation from Kewaunee for the period from the opening of the plant to the closing date of the sale.

4.  Property, Plant, and Equipment - MGE Energy and MGE.

MGE’s utility plant is stated at the original cost of construction, which includes indirect costs
consisting of payroll taxes, pensions, postretirement benefits, other fringe benefits, administrative and
general costs, and AFUDC.

AFUDC represents the approximate cost of debt and equity capital devoted to plant under construction.
MGE presently capitalizes AFUDC at a rate of 9.97% on 50.0% of average construction work in
progress. The AFUDC rate approximates MGE’s cost of capital. The portion of the allowance that
applies to borrowed funds is presented in the Consolidated Statements of Income as a reduction of
interest expense, and equity funds is presented as other income. Although the allowance does not
represent current cash income, it is recovered under the ratemaking process over the service lives of the
related properties.

MGE’s accounting policy for planned major maintenance projects is to expense the costs for these
projects in the periods for which they are incurred.

MGE Energy’s nonregulated businesses capitalize interest costs under SFAS No. 34, Capitalizing
Interest Costs, for costs incurred to finance their power plant construction projects.

MGE Power West Campus calculates capitalized interest in accordance with SFAS No. 34 on
construction projects for periods where financing is provided by MGE Energy through interim debt.
The interest rate capitalized is based upon the monthly short-term borrowing rate MGE Energy incurs
for such funds and the interest rate related to MGE Power West Campus’s long-term debt.

Total capitalized interest as of December 31, 2003, related to WCCF was §1.2 million.
5.  Depreciation - MGE.

Provisions at composite straight-line depreciation rates, excluding decommissioning costs,
approximate the following percentages for the cost of depreciable property:

2003 2002 2001
Electric . ... .o 3.0% 2.8% 3.4%
GaS « o 3.3% 3.3% 3.3%
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Depreciation rates are approved by the PSCW and are generally based on the estimated economic lives
of property.

MGE transferred the assets of its external decommissioning trusts to external trusts of WPSC in
September 2001 as part of the Kewaunee sale agreement (see Footnote 18). The agreement required
MGE to continue funding its external decommissioning trust through the end of 2002 at the
PSCW-authorized level of approximately $0.7 million per month. These costs were recovered from
customers in rates. At the beginning of 2003, the remaining assets of the MGE external trust were
transferred to the external trust of WPSC. The trusts are shown on the balance sheet in the Utility Plant
section.

As required by SFAS No. 115, Accounting for Certain Investments in Debt and Equity Securities,
MGE’s debt and equity security investments in the trusts were classified as available for sale. Gains
and losses on the trusts were determined based on specific identification. Net unrealized holding gains
and losses on the trusts were recorded as part of accumulated provision for depreciation.

As of December 31, 2003, the decommissioning trust had been transferred to WPSC. Realized earnings
on the trusts were $0.0 million, $0.1 million, and $4.1 million for the years ended December 31, 2003,
2002, and 2001, respectively. Unrealized earnings (loss) of the trusts totaled $0 million, ($1.2 million),
and $0 million at December 31, 2003, 2002, and 2001, respectively.

6.  Regulatory Assets and Liabilities - MGE.

MGE’s regulatory and deferred assets and liabilities consisted of the following as of December 31:

2003 2002
(In thousands) Assets  Liabilities Assets  Liabilities
Decommissioning and decontamination ... ... S 846 $ 846 $ 1,140 $ 1,140
Environmentalcosts . ........... ... ....... 1,825 - 767 -
Regulatory liability - SFAS No. 109 ......... - 9,877 - 10,931
Gas supply derivatives .................... - 732 - 483
Non-SFAS No. 143 removalcost ........... - 18,247 - 17,368
Deferred charges related to ATC ............ 340 - 3,652 -
Deferred charges related to interest -
2027A8eries ... 310 - 844 -
Nitrogen oxide escrow .................... - - - 996
Deferred charges - SFASNo. 133 ........... 277 - 546 -
Deferred charges - tax recovery related
to AFUDCequity ...................... 2,740 - 2,640 -
Regulatory liability - customer fuel credit . . . .. - 2,762 - -
Asset retirement obligation - SFAS No. 143 . .. 850 - - -
Other ... ... . .. 553 2,005 719 2,643
Total - regulatory assets/liabilities ......... $8241 _ $34469 _ $10.308 _ $33.561

MGE is recovering carrying costs on all regulatory assets, except for amounts expended for
environmental costs.

Costs related to decommissioning and decontamination will be recovered in rates through
September 2007 (see Footnotes 3 and 18).
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MGE has received regulatory treatment on environmental costs including clean up of two landfill sites
and a substation site. The regulators have not allowed MGE to recover carrying costs on these
environmental expenditures. As of December 31, 2003, MGE has recorded $1.8 million in regulatory
assets for environmental costs, including $1.1 million for accrual for estimated future site remediation
and $0.7 million of deferrals for actual remediation costs incurred. MGE 1s currently recovering in
rates some of the actual costs incurred through the first quarter of 2003 and expects to recover any
additional costs in our next rate case. The actual costs are amortized over four years in our rate case.

MGE has a limited number of physical and financial gas commodity contracts that are defined as
derivatives under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities. The
derivative amounts recorded as a result of these gas contracts is offset with a corresponding regulatory
asset or liability because these transactions are part of the PGA clause authorized by the PSCW and not
subject to the gas cost incentive sharing mechanism. This regulatory liability will be returned in the
first quarter of 2004.

In connection with the adoption of SFAS No. 143, companies are required to reclassify non-ARO
removal costs as a regulatory liability, with an offsetting entry to accumulated depreciation. Under the
current rate structure, these removal costs are being recovered as a component of depreciation expense.

Deferred charges in connection with the start-up of ATC and ongoing incremental transmission costs
during 2001 and 2002 associated with ATC were deferred under SFAS No. 71. MGE recovered these
costs from October 2002 through October 23, 2003, The PSCW has also allowed MGE to use escrow
accounting for the incremental transmission costs for 2003. The escrow accounting allows the utility to
true-up its actual costs incurred and reflect the amount of the true-up in its next rate case filing and
amortized over that rate case period. A carrying cost component is calculated on the escrow balance.

Deferred charges on the interest expense of the 2027 A Series relates to the incremental difference in
the interest that MGE earned on its construction bond fund and the actual interest that MGE paid out.
That incremental difference between interest earned and interest expensed is currently being amortized
over the remaining life of the bonds as part of the rate recovery allowed by the PSCW.

In the third quarter of 2002, MGE received approval from the PSCW to establish a regulatory asset or
liability for the deferral of the effects of mark-to-market accounting as required by SFAS No. 133 on
contracts related to MGE’s regulated operations. Management believes that it is the PSCW’s intent to
allow a utility to recover its actual costs embedded in the contract if the costs are deemed reasonable
and prudent. MGE interpreted the PSCW’s letter as requiring MGE to record a gain or loss from the
application of SFAS No. 133 as either a regulatory asset or liability. As of December 31, 2003, MGE
has recorded a regulatory asset of $0.3 million for the cumulative mark-to-market value of its
derivative contracts, the commercial paper swap agreement, and the Columbia coal contract.

AFUDC equity represents the after-tax equity cost associated with utility plant construction and results
in a temporary difference between the book and tax basis of such plant. Deferred income taxes are
provided on this temporary difference in accordance with SFAS No. 109, Accounting for Income
Taxes. It is probable under PSCW regulation that MGE will recover in future rates the future increase
in taxes payable represented by the deferred income tax liability. The amounts will be recovered in
rates over 28 years. Deferred charges (tax recovery related to AFUDC equity) represents the revenue
requirement related to recovery of these future taxes payable, calculated at current statutory tax rates.
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7.

Joint Plant Ownership - MGE.

MGE and two other utilities jointly own Columbia, a coal-fired generating facility, which accounts for
35.0% (225 MW) of MGE’s net generating capability. Power from this facility is shared in proportion
to each company’s ownership interest. MGE has a 22.0% ownership interest in Columbia. The other
owners are Alliant, which operates Columbia, and WPSC. MGE’s share of fuel, operating, and
maintenance expenses for Columbia was $27.4 million, $26.2 million, and $23.5 million for the years
ended December 31, 2003, 2002, and 2001, respectively.

Each owner provides its own financing and reflects its respective portion of facilities and operating
costs in its financial statements. MGE’s interest in Columbia, included in its gross utility plant in
service, and the related accumulated depreciation reserves at December 31 were as follows:

(In thousands) 2003 2002
Utility plant . ........ ... ... ... ...... $ 95,594 $ 94,169
Accumulated depreciation ................. (60,723) (58,147)
Netplant .. ... S 34871 _3$ 36,022

Information regarding MGE’s 2001 sale of its 17.8% ownership interest in Kewaunee to WPSC,
MGE’s obligations relative to Kewaunee continuing beyond the closing date, and MGE’s 2001
exercise of an option to buy electric capacity and energy for a two-year period from WPSC is included
in Footnote 18.

Statement of Cash Flows - MGE Energy and MGE.

MGE Energy and MGE considers cash equivalents to be those investments that are highly liquid with
original maturity dates of less than three months.

Supplementary noncash investing items and cash paid/(received) for interest and income taxes and
other noncash investing and financing items for the years ended December 31 were as follows:

(In thousands) 2003 2002 2001
Interest paid, net of amount capitalized ....... $12,439 $12,408 $13,551
Income taxespaid .. ...................... 18,279 17,223 10,347
Income taxes received .................... (3,159) (759) (570)
Noncash financingitem . .................. - 1,499 -
Noncash financing item (MGE Energy) ...... 46,618 - -
Noncash investing item (MGE Energy) . ... ... (46,618) - -

On August 16, 2002, the Board of Directors for MGE approved a resolution to dividend the ownership
of two small nonregulated subsidiaries previously owned by MGE to MGE Energy. The net assets
transferred approximated $1.5 million. This transfer represented a noncash transaction.

In June 2003, MGE Power assigned its assets and liabilities to MGE Power West Campus. The assets
transferred represented $46.6 million of construction work in progress related to WCCF. The liabilities
represented intercompany loans to finance WCCF in the amount of $46.6 million. This transfer of
assets and liabilities represented a noncash transaction.

The amortization of debt issuance costs for the years ended 2003, 2002, and 2001 are included in the
line item “Other noncurrent items, net” in the cash flow statement from operating activities and is not
presented in a separate line as it is immaterial.
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9. Income Taxes.
a. MGE Energy Income Taxes.

MGE Energy files a consolidated federal income tax return that includes the operations of all
subsidiary companies. The consolidated income tax provision before cumulative effect of a change
in accounting principle (2001 only) consists of the following provision (benefit) components for
the years ended December 31:

(In thousands) 2003 2002 2001

Current payable:

Federal ....... ... . .. . ... ... ... ... ... $ 8,976  $10,677 $ 6,634

State ... 3,366 4,384 1,100
Net-deferred:

Federal .......... ... ... .. .. ... ...... 6,874 4,073 6,487

State . 1,201 113 2,569
Amortized investment tax credits . . ... ....... (516) (520) (849)
Total incometaxes ....................... $19,901 $18,727 $15.941

MGE Energy’s consolidated provision for income taxes differs from the amount computed by
applying the statutory federal income tax rate to income before tax provision and cumulative effect
of a change in accounting principle (2001 only), as follows:

2003 2002 2001
Statutory federal income taxrate ............ 35.0% 35.0% 35.0%
Amortized investment tax credits . .. ......... (1.0)% (1.D)% 2.0)%
State income taxes, net of federal benefit ..... 5.4% 5.5% 5.0%
Credit for electricity from wind energy ....... (0.8)% (0.9% (0.9%
Other, individually insignificant ............ 0.8% 0.6% (0.3)%
Effective income tax rate .. ................ 39.4% 39.1% 36.8%

The significant components of deferred tax liabilities (assets) that appear on MGE Energy’s
Consolidated Balance Sheets as of December 31 are as follows:

(In thousands) 2003 2002
Property-related ......................... $ 73,395 $ 66,959
Investmentin ATC ....................... 10,862 11,530
Bondtransactions . ............... ... ..... 2,841 2,637
Pension expense .............coviiiuna... 1,742 2,798
Tax deductible prepayments ............... 4,275 -
Other ........ ... . i 3,276 2,390
Gross deferred income tax liabilities ....... 96,391 86,314
Accrued eXpenses . . ... (7,502) (7,061)
Retirement benefits, other than pension ....... (3,909) (2,928)
Deferred tax regulatory account .. ........... (5,927) (6,557)
Minimum pension liability adjustment ....... (2,273) (6,319)
Other ... ... . i (1,623) (1,367)
Gross deferred income tax assets . ......... (21,234) (24,232)
Less valuation allowance ................ 368 368
Net deferred income tax assets .. .......... (20,866) (23,864)
Deferred income taxes .................. $ 75,525 $ 62,450
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The valuation allowance reduces MGE Energy’s deferred tax assets for state carryforward losses to
estimated realizable value due to the uncertainty of future income estimates in various state tax
jurisdictions.

For tax purposes, as of December 31, 2003, MGE Energy had approximately $7.6 million of state
tax net operating loss deductions that expire variously in 2011 through 2019 if unused.

b. MGE Income Taxes.

On a separate company basis, the components of MGE’s tax provision are as follows for the years

ended December 31:
(In thousands) 2003 2002 2001

Current payable:

Federal ......... ... ... ... ... $ 8,747 $10,877 § 6,634

State ... 3,191 3,919 1,100
Net-deferred:

Federal ............ .. .. ... .. ... ..... 6,922 4,073 6,487

State ..o e 1,213 113 2,569
Amortized investment tax credits . . .. ........ (516) (520) (849)
Total incometaxes ............ ... uun. $19.557 _$18462 $15941

MGE’s provision for income taxes on a separate company basis differs from the amount computed
by applying the statutory federal income tax rate to income before tax provision as follows:

2003 2002 2001

Statutory federal income tax rate .. .......... 35.0% 35.0% 35.0%
Amortized investment tax credits . .. ......... (1.0)% 1%  (2.00%
State income taxes, net of federal benefit .. ... 5.2% 4.9% 5.0%
Credit for electricity from wind energy ....... (0.8)% (0.9)% (0.9)%
Other, individually insignificant ............ 0.8% 0.5% _ (0.3)%
Effective income taxrate .................. 39.2% 38.4% 36.8%

The significant components of deferred tax liabilities (assets) that appear on MGE’s Consolidated
Balance Sheets as of December 31 are as follows:

(In thousands) 2003 2002
Property-related ......................... $73,395 $66,959
Investment in ATC ....................... 10,862 11,530
Bond transactions ............ ... .. ..., 2,841 2,637
Pensionexpense ............. ..., 1,742 2,798
Tax deductible prepayments ............... 4,275 -
Other ....... .. ... . 3,276 2,390
Gross deferred income tax liabilities . ...... 96.391 86,314
Accrued eXpenses .. . ... ... (7,502) (7,061)
Retirement benefits, other than pension ... .. .. (3,909) (2,928)
Deferred tax regulatory account . .. .......... (5,927) (6,557)
Minimum pension liability adjustment ....... (2,273) (6,319)
Other ... ... ... .. ... (1,542) (1,367)
Gross deferred income tax assets . ......... (21,153) (24,232)
Less valuation allowance ................ 368 368
Net deferred income tax assets .. .......... (20.785) (23.864)
Deferred incometaxes .................. $75.606 $62.450
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10.

Pension Plans - MGE.
MGE maintains qualified and nonqualified pension plans. MGE also provides health care and life
insurance benefits for its retired employees. MGE uses a measurement date of December 31 for all of

its pension and postretirement benefit plans.

MGE maintains two defined contribution 401(k) benefit plans for its employees. MGE’s costs of the
401(k) plans were $0.7 million in 2003, $0.6 million in 2002, and $0.6 million in 2001.

a. Benefit Obligations.

(In thousands) Postretirement
Pension Benefits Benefits

Change in benefit obligation: 2003 2002 2003 2002

Net benefit obligation at beginning of year .... $117,410 §101,593 $45,639 §$27,504
Service Cost .. ... 3,418 2,603 1,806 1,062
Interestcost ........... ... . ... . ... ..., 8,023 7,514 3,248 2,190
Plan participants’ contributions ............. - - 304 264
Planamendments ........................ 557 - - -
Actuarial loss . ......... ... .. ... ... .. . ... 7,743 9,277 5,051 15,422
Special termination benefits . ............... 280 - - -
Gross benefitspaid . ...................... (3,970) (3,577) (1,235) (803)
Net benefit obligation atend of year ......... _ 5133461 _$117.410 $54813 _ $45639

The accumulated benefit obligation for the defined benefit pension plan at the end of 2003 and
2002 was $113.8 million and $100.4 million, respectively.

Postretirement

Pension Benefits Benefits
Weighted-average assumptions used to
determine end of year benefit obligations: 2003 2002 2003 2002
Discountrate ...............c..oouaiinn.. 6.25% 6.75% 6.25% 6.75%
Expected return on plan assets .. ............ 9.00% 9.00% 9.00% 9.00%
Rate of compensation increase . ............. 4.50% 4.50% NA NA

Assumed health care cost trend rates at December 31:

2003 2002
Health care cost trend rate assumed for nextyear .......... 13% 14%
Rate to which the cost trend rate is assumed to decline
(the ultimate trend rate) ............... .. ... uiin... 5% 5%
Year that the rate reaches the ultimate trendrate ........... 2012 2012

The assumed health care cost trend rates have a significant effect on the amounts reported for the
health care plans. The following tabie shows how an assumed 1% increase or 1% decrease in
health care cost trends could impact postretirement benefits in 2003 dollars:

(In thousands) 1% Increase 1% Decrease
Effect on postretirement benefit obligation . . .. $8,815 $(7,579)
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On December 8, 2003, the “Medicare Prescription Drug, Improvement and Modernization Act of
2003” (the Act) was signed into law. The Act introduced a prescription drug benefit program under
Medicare (Medicare Part D) as well as a federal subsidy to sponsors of retiree health care benefit
plans that provide a benefit that is at least actuarially equivalent to Medicare Part D.

In general, accounting rules require that changes in relevant laws and government benefit programs
be considered in measuring postretirement benefit costs and the Accumulated Projected Benefit
Obligation (APBO). However, certain accounting issues raised by the Act—in particular, how to
account for the federal subsidy—are not explicitly addressed by FASB Statement 106. In addition,
significant uncertainties exist for a plan sponsor both as to the direct effects of the Act and its
ancillary effects on plan participants’ behavior and health care costs.

The FASB issued FASB Staff Position No. FAS 106-1, Accounting and Disclosure Requirements
Related to the Medicare Prescription Drug, Improvement and Modernization Act of 2003
(FSP 106-1), that allows sponsors to elect to defer recognition of the effects of the Act.

In accordance with FSP 106-1, MGE has elected to defer recognition of the effects of the Act.
Accordingly, any measurers of the APBO or net periodic postretirement benefit cost in the

financial statements or the accompanying footnotes do not reflect the effects of the Act on the plan.

b. Plan Assets.

(In thousands) Postretirement
Pension Benefits Benefits

Change in plan assets: 2003 2002 2003 2002
Fair value of plan assets at beginning of year .. $ 79,821  $91,739 $7,292 $7,387
Actual return on planassets ................ 20,883 (10,225) 1.429 (526)
Employer contributions ................... 3,494 1,884 2,152 970
Plan participants’ contributions ............. - - 304 264
Gross benefitspaid ... .................... (3,970) (3,577) (1,236) (803)
Fair value of plan assets at end of year ....... $100.228 $79.821 £ 9941 $7.292

The asset allocation for the MGE’s pension plans at the end of 2003 and 2002, and the target
allocation for 2004, by asset category, follows. The fair value of plan assets for these plans is
$100.2 million and $79.8 million at the end of 2003 and 2002, respectively. The expected
long-term rate of return on these plan assets was 9.0% in 2003 and 9.5% in 2002,

¢. Explanation of Long-Term Rate of Return.

MGE employs a building-block approach in determining the expected long-term rate of return for
asset classes. Historical markets are studied and long-term historical relationships among asset
classes are analyzed, consistent with the widely accepted capital market principle that assets with
higher volatility generate a greater return over the long run. Current market factors such as interest
rates and dividend yields are evaluated before long-term capital market assumptions are
determined.

The expected long-term nominal rate of return for plan assets is primarily a function of expected
long-term real rates of return for component asset classes and the plan’s target asset allocation in
conjunction with an inflation assumption. Consideration is also given to diversification,
rebalancing, and active portfolio management. Peer data and historical returns are reviewed to
check for reasonability and appropriateness.
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Target Percentage of Plan

Allocation Assets at Year End

2003 2002

Equity securities . ...................... 75.0% 75.8% 71.9%
Debt securities ........................ 20.0% 19.4% 21.2%
Realestate ........................... : 5.0% 4.8% 6.9%
Other ... . i i, 0.0% 0.0% 0.0%
Total ... 100.0% 100.0% 100.0%

d. Investment Strategy.

MGE employs a total return investment approach whereby a mix of equities, fixed income, and
real estate investments are used to maximize the expected long return of plan assets for a prudent
level of risk. Risk tolerance is established through careful consideration of plan liabilities,
plan-funded status, and corporate financial condition. The investment portfolio contains a
diversified blend of equity, fixed income, and real estate investments, Target asset allocations are
as follows: 55% United States equity, 20% non-United States equity, 20% fixed income, and

5% real estate. Investment risk is measured and monitored on an ongoing basis through periodic
investment portfolio reviews and liability measurements.

e. Postretirement Benefits.

The fair value of plan assets for these postretirement benefit plans is $9.9 million and $7.3 million
at the end of 2003 and 2002, respectively. The expected long-term rate of return on these plan
assets was 9.0% in 2003 and 9.5% in 2002.

Of the above amounts, $7.3 million and $6.6 million, at the end of 2003 and 2002, respectively,
was held in the master pension trust and is allocable to postretirement health expenses. The target
asset allocation and investment strategy for the portion of assets held in the master pension trust is
the same as that explained for MGE’s pension plans.

The remainder of postretirement benefit assets are held either in an insurance continuance fund for
the payment of retiree life benefits or a health benefit trust for payment of retiree health claims.
There is no formal target asset allocation for these assets, but the intent is to seek interest income
and maintain stability of principal.
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f. Funded Status.

The funded status of the plans, reconciled to the amount reported on the statement of financial
position, follows:

Postretirement
(In thousands) Pension Benefits Benefits
2003 2002 2003 2002

Fair value of plan assets at end of year ....... $100,228 § 79,821 $ 9,941 $ 7,292
Benefit obligations . ...................... 133,461 117,410 54,813 45,639
Funded status atend of year . . .............. (33,233)  (37,589) (44,872)  (38,347)
Unrecognized net actuarial (gain)/foss .. ...... 25,364 32,925 24,904 21,809
Unrecognized prior service cost . ............ 4,170 4,094 971 1,161
Unrecognized net transition obligation ....... 1,167 1,271 3,908 4,342
Net amount recognized at end of year ........ $ (2.532) § 701  $(15.089) _$(11.035)
Amounts recognized in the balance sheet consist
of:

Prepaid benefitcost .................... $ - 8 - $ 67 § 79

Accrued benefit liability . ................ (13,551)  (20,583) (15,156)  (11,114)

Intangibleasset ........................ 5,357 5,540 - -

Accumulated other comprehensive income . . 5,662 15,744 - -
Net amount recognized at end of year ........ $ (2532) 8§ 701 $(15.089) $(11.035)

MGE reports comprehensive income in accordance with SFAS No. 130, Reporting Comprehensive
Income. Comprehensive income includes the minimum pension liability adjustment, net of tax, for
the pension plans and is reflected in the Consolidated Statements of Common Equity and
Comprehensive Income.

The projected benefit obligation, accumulated benefit obligation, and fair value of assets for
pension plans with a projected benefit obligation in excess of plan assets and pension plans and
postretirement plans with an accumulated benefit obligation in excess of the fair value of assets are
as follows:

(In thousands) Postretirement
Pension Benefits Benefits
As of December 31, 2003 2002 2003 2002
Projected benefit obligation exceeds
plan assets:

Projected benefit obligation ........ $133,461 $117.410 NA NA
Accumulated benefit obligation . .. .. 113,779 100,404 NA NA
Fair value of assets ............... 100,228 79,821 NA NA

Accumulated benefit obligation
exceeds plan assets:

Projected benefit obligation ........ 133,461 117,410 NA NA
Accumulated benefit obligation . . ... 113,779 100,404 $54,813 $45,639
Fair value of assets ............... 100,228 79,821 9,941 7,292
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g. Expected Cash Flows.

There are no required contributions, but MGE may elect discretionary deductible contributions
depending upon its valuation results and cash flow from operations.

h. Net Periodic Cost.

MGE has elected to recognize the cost of its transition obligation (the accumulated postretirement
benefit obligation as of January 1, 1993) by amortizing it on a straight-line basis over 20 years.

(In thousands) Pension Benefits Postretirement Benefits
Components of net periodic benefit cost: 2003 2002 2001 2003 2002 2001
Servicecost ........... ... .. $3,418 $2,603 $2,502  $1,806 $1,062 $750
Interestcost ...................... 8,023 7,514 7,073 3,248 2,190 1,569
Expected return on assets . ........... (7,023) (8,556) (9,217) (627) (687) (691)
Amortization of’
Transition obligation ............. 104 104 104 434 434 434
Prior service cost ................ 480 457 466 190 190 190
Actuarial gain/(loss) .. ............ 1,444 147 (166) 1,155 285 4
Net periodic benefitcost ............ $6446 $2269 _$762  $6.206 $3.474 $2.256

Weighted-average assumptions used to
determine net periodic cost:

Discountrate ..................... 6.75% 7.25% 7.50% 6.75% 7.25% 7.50%
Expected return on plan assets ........ 9.00% 9.50% 9.50% 9.00% 9.50% 9.50%
Rate of compensation increase . .. .. ... 4.50% 4.50% 5.00% NA NA NA

Assumed health care cost trend rates have a significant effect on the amounts reported for the

health care plans. A 1% change in the assumed health care cost trend rates would have had the
following effect:

(In thousands) 1% Increase 1% Decrease
Effect on total service and interest cost $910 $(785)
COMPONENES .o\ v ettt e e e ee e eanenas
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11.

12.

Fair Value of Financial Instruments - MGE Energy and MGE.

At December 31, 2003 and 2002, the carrying amount of cash, cash equivalents, and outstanding
commercial paper approximates fair market value due to the short maturity of those investments and
obligations. MGE’s nuclear decommissioning trust is recorded at fair market value. The estimated fair
market value of MGE’s long-term debt and interest rate swap agreements are based on quoted market
prices at December 31. The estimated fair market value of MGE’s financial instruments are as follows:

2003 2002
(In thousands) Carrying Fair Carrying Fair
Amount Value Amount Value

Assets:

Cash and cash equivalents (MGE Energy) .... § 2,020 § 2,020 § 685 $ 685

Restricted cash (MGE) ................... 3,364 3,364 2,313 2,313

Decommissioning fund (MGE) ............ - - 8,782 8,782
Liabilities:

Short-term debt - bank loans (MGE Energy) .. 16,180 16,180 20,798 20,798

Short-term debt - commercial paper (MGE) . .. 15,500 15,500 13,500 13,500

Long-term debt (MGE Energy) ............ 218,500 231,712 188,500 205,319

Other long-term debt swap agreements (MGE) (148) (148) (411) 411)

Risk Management Activities - MGE Energy and MGE.

Cash, cash equivalents, and customer accounts receivable are the financial instruments that potentially
subject MGE Energy and MGE to concentrations of credit risk. MGE Energy and MGE place their
cash and cash equivalents with high credit-quality financial institutions. MGE has limited
concentrations of credit risk from customer accounts receivable because of the large number of
customers and strong economy in its service territory.

MGE has an interest rate swap agreement with a commercial bank totaling $5.0 million for 2003 and
2002 with effective interest rates of 1.1% and 1.7%, respectively. This agreement has a fixed rate and
is backed by MGE’s commercial paper. MGE believes the counterparties to the agreement will meet
their obligations based on their high credit ratings. Therefore, MGE records the changes in the fair
market value currently in the income statement as required by SFAS No. 133 each quarter, which is
offset by a corresponding regulatory asset or liability.

MGE purchased and sold exchange-traded option contracts to manage the cost of gas and purchased
over-the-counter financial floating-to-fixed price swaps and calls to fix the price of gas for the “Winter
Set-Price Firm Gas Sales Service” pilot program. These contracts have terms of January, February, and
March 2004. Under MGE’s natural gas risk management program, approved by the PSCW, the cost of
the financial option and swap contracts {as well as the gains or losses realized) will be recovered under
the PGA and will not affect net income. The fair value of these financial contracts was an asset of

$0.7 million on the balance sheet at December 31, 2003.

Nonperformance of counterparties to the nonexchange-traded derivatives could expose MGE to credit
loss. However, MGE enters into transactions only with companies that meet or exceed strict credit
guidelines.
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13,

MGE has a 22.0% ownership interest in Columbia, which is operated by Alliant. Alliant has entered
into a long-term coal supply agreement with Dynegy Marketing and Trade. The contract contains
certain put options, and consequently, in accordance with the terms of SFAS No. 133, the contract is
recorded at fair value on the balance sheet. Gains and losses are recorded in other income with an
offsetting entry to a corresponding regulatory asset or liability.

Capitalization Matters.

a.

Common Stock - MGE Energy.

On August 15, 2003, MGE Energy entered into a Distribution Agreement (Agreement) with Banc
One Capital Markets, Inc. Under the terms of this Agreement, MGE Energy may offer and sell up
to 1,600,000 shares of its common stock from time to time through Banc One as its sales agent or
to Banc One as principal. The sales will be made pursuant to a shelf registration statement

MGE Energy filed with the SEC in March 2003 and which has been declared effective.

Under the Agreement, MGE Energy sold 165,000 shares of its common stock as of December 31,
2003, for net proceeds of $5.1 million. The proceeds from the issuance of common stock were
used to pay for capital expenditures related to WCCF and for other general corporate purposes.

MGE Energy also issues new shares of its common stock through its Dividend Reinvestment and
Direct Stock Purchase Plan (the Plan). Through December 31, 2003, MGE Energy issued
604,000 new shares of common stock under the Plan for net proceeds of $18.7 million. The
proceeds from the issuance of common stock for the Plan were contributed to MGE for its capital
expenditures and to strengthen its capital structure.

Preferred Stock - MGE.

MGE has 1,175,000 shares of $25 par value redeemable preferred stock (cumulative) that is
authorized but unissued at December 31, 2003.

First Mortgage Bonds and Other Long-Term Debt - MGE.
MGE’s utility plant is subject to the lien of its First Mortgage Bonds.

MGE’s outstanding First Mortgage Bonds contain certain debt covenant restrictions with respect to
dividends. The covenant restricts the payment of dividends or any other distribution or purchase of
shares to the existing earned surplus (retained earnings) on MGE common stock. As of

December 31, 2003, MGE’s earned surplus exceeded all such payments for all years covered under
this report.

On November 27, 2002, MGE issued $15.0 million in unsecured variable rate Medium Term
Notes, maturing on November 26, 2004. Interest on the notes will be paid quarterly on the third
Wednesday of March, June, September, and December. The variable rate, based on the
three-month London Interbank Offering Rate (LIBOR) plus 12.5 basis point, was 1.295% as of
December 31, 2003.

On September 9, 2003, MGE issued $20 million in unsecured 6.12% Medium Term Notes
maturing on September 1, 2028. Interest on these notes will be paid semiannually on March 1 and
September 1 of each year. The proceeds from this issue were used to redeem $20 million, 7.70%,
2028 Series, First Mortgage Bonds, on September 30, 2003. The call premium for the redeemed
bonds was $0.9 million and is recoverable through rates.
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14.

The indenture under which the Medium Term Notes were issued provides that they will be entitled
to be equally and ratably secured in the event that MGE issues any additional First Mortgage
Bonds.

Below is MGE’s aggregate maturities for all long-term debt for years following the December 31,
2003, balance sheet.

(In thousands)
Amount
2004 .. $ 20,000
2005 -
2006 .. -
2007 15,000
2008 .o 30,000
Futureyears ............ ... ... .... 158,500
Total* ... ... .. . $223.500

*Includes $30 million maturity for MGE Power West Campus, which is consolidated with MGE'’s
debt in accordance with FIN No. 46-R (see Footnote 2).

d. Long-Term Debt.

On September 30, 2003, MGE Energy, through MGE Power West Campus, issued $30.0 million
of 5.68% senior secured notes maturing September 25, 2033, in a private placement offering.
Interest only will be paid monthly for the first ten years and then principal and interest payments
will be paid monthly for the remaining life of the debt. The proceeds from these notes were used to
pay off a portion of MGE Energy’s bank loans, which provided temporary financing of capital
expenditures for the WCCF.

The debt is subject to a collateral assignment of lease payments that MGE will be making to MGE
Power West Campus for use of the cogeneration facility. Until the facility is operational,
MGE Energy will guarantee the debt.

Notes Payable to Banks, Commercial Paper and Lines of Credit - MGE Energy and MGE.

For short-term borrowings, MGE generally issues commercial paper (issued at the prevailing discount
rate at the time of issuance), which is supported by unused bank lines of credit. Through negotiations
with three banks, MGE has $40.0 million in bank lines of credit.

MGE Energy has established a $60.0 million bank line of credit with a commercial bank. The line of
credit will be used for temporary financing of the capital commitments for the WCCF and general
corporate purposes.
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15.

Information concerning short-term borrowings for the past three years is shown below:

(In thousands) 2003 2002 2001
MGE
As of December 31:
Available lines of eredit ................. $40,000 $40,000 $40,000
Commercial paper outstanding ............ $15,500 $13,500 $9,500
Weighted-average interestrate ............ 1.21% 1.40% 2.11%
Duringtheyear: .........................
Maximum short-term borrowings .......... $15,500 $33,500 $44,000
Average short-term borrowings ........... $2,162 $14,359 $12,803
Weighted-average interestrate ............ 1.29% 1.82% 5.27%
MGE Energy
As of December 31:
Available lines of credit ................. $60,000 $45,000 -
Short-term debt outstanding .. ............ $31,680 $34,298 -
Weighted-average interestrate ............ 1.73% 2.09% -
Duringtheyear: .........................
Maximum short-term borrowings .......... $54,605 $34,298 -
Average short-term borrowings ........... $36,681 $14,613 -
Weighted-average interestrate ............ 1.99% 1.83% -

Rate Matters - MGE.

Under the fuel rules, if electric fuel costs are outside a 3.0% annual threshold set by the PSCW, MGE
can apply for a fuel surcharge or may be required to return a fuel credit to its customers. MGE is
allowed to retain fuel savings within 3% under and must bear fuel costs within 3% over the level set in
its most recent order. On July 28, 2003, MGE submitted an application to the PSCW for decreasing
electric rates as required under the fuel rules monitoring mechanism. The PSCW on August 14, 2003,
reopened MGE’s rate case docket to examine fuel costs and how to appropriately credit ratepayers.
The PSCW approved an interim fuel cost credit of $.00099 per kWh. The PSCW also required a full
review of the actual and forecasted costs for 2003 with MGE’s fuel rates subject to refund. The fuel
credit through December 31, 2003, totaled $4.0 million, of which $1.2 million represents the interim
fuel credit and $2.8 million is the estimate for the additional fuel credit to be refunded to customers.

On January 14, 2004, the PSCW authorized MGE to increase revenues by $12.8 million. The increase
covers rising fuel costs for electric generation and addresses increased system demands for both gas
and electric.

Effective March 1, 2003, the PSCW authorized MGE to increase revenues by $27.1 million. The
increase covered rising fuel costs and addressed increased system demands and costs to complete a
new AMR project.

Effective October 24, 2002, the PSCW authorized an electric rate surcharge of $4.5 million to recover
deferred costs associated with forming ATC and ongoing incremental transmission costs during 2001
and 2002. The surcharge was in effect for a twelve-month period ending October 23, 2003 (see
Footnote 17 for additional information on ATC).
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16.

In July 2002, MGE notified the PSCW that its electric fuel costs were below the 3% range established
in its most recent order, thus triggering a fuel credit to its customers. The fuel credit was $1.2 million
through December 31, 2002. The fuel credit continued through February 28, 2003.

Effective January 1, 2002, the PSCW authorized MGE to increase revenues by $12 million. The
increase was associated with a limited reopener to address specific issues affecting 2002, These issues
included the full-year impact of selling its ownership interest in Kewaunee, rising fuel costs, and
installing an AMR system.

Commitments.

Coal Contracts - MGE.

MGE has no coal contracts that contain demand obligations for its Blount plant. Fuel procurement
for MGE’s jointly owned Columbia plant is handled by Alliant, the operating company. If any
demand obligations must be paid under these contracts, management believes these obligations
would be considered costs of service and recoverable in rates.

Purchased Power Contracts - MGE.

MGE has several purchased power contracts to help meet future electric supply requirements. As
of December 31, 2003, MGE’s total commitments for energy and purchased power contracts for
capacity are estimated to be $14.8 million in 2004, $13.4 million in 2005, $13.5 million in 2006,
$10.5 million in 2007, and $9.0 million in 2008. Management expects to recover these costs in
future customer rates.

Related to the purchased power contracts, MGE has negotiated firm transmission contracts with
Commonwealth Edison and Dairyland Power Cooperative, which are estimated to be $1.8 million
for 2004, $1.1 million in 2005 and 2006, $0.8 million in 2007, and $0.6 million in 2008.
Management also expects to recover these costs in future customer rates.

Natural Gas Transportation and Storage Contracts - MGE.

MGE’s natural gas supply, transportation, and storage contracts require fixed monthly payments
for firm supply pipeline transportation and storage capacity. The pricing components of the fixed
monthly payments for the transportation and storage contracts are established by FERC but may be
subject to change. These payments are estimated to be $15.0 million in 2004, $14.0 million in
2005, $14.3 million in 2006, $14.2 million in 2007, and $14.0 million in 2008. Management
expects to recover these costs in future customer rates.

Environmental - MGE.

As a result of the Blount 69-kV transmission substation expansion, coal tar-contaminated soil and
debris within the excavation zone are being removed and disposed of in accordance with a DNR
approved “Removal Action Work Plan.” MGE has recorded a $1 million liability for the cleanup
of this site with an offsetting regulatory asset (deferred charge). We expect to recover cleanup
costs in future rates. Carrying costs associated with the cleanup expenditures will not be
recoverable.

74




PART II (continued)

MGE is listed as a potentially responsible party for a site the EPA has placed on the national
priorities Superfund list. The Lenz Oil site in Lemont, [llinois, was used for storing and processing
waste oil for several years. This site requires clean up under the Comprehensive Environmental
Response, Compensation and Liability Act. A group of companies, including MGE, is currently
working on cleaning up the site. Management believes that its share of the Lenz Oil site final
cleanup costs will not result in any materially adverse effects on MGE’s operations, cash flows, or
financial position. Insurance may cover a portion of the cleanup costs. Management believes that
the cleanup costs not covered by insurance will be recovered in current and future rates. MGE
estimates its future expense to clean up this site could range from $0.1 million to $0.2 million. At
December 31, 2003, MGE accrued a $0.1 million liability for this matter.

e. Chattel Paper Agreement - MGE.

MGE makes available to qualifying customers a financing program for the purchase and
installation of energy-related equipment that will provide more efficient use of utility service at the
customer’s property. MGE is party to a chattel paper purchase agreement with a financial
institution under which it can sell or finance an undivided interest with recourse, in up to

$7.5 million of the financing program receivables, until February 28, 2005. At December 31, 2003
and 2002, respectively, MGE had sold a $6.1 million and $6.8 million interest in these receivables,
which MGE accounted for as a sale under SFAS No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishment of Liabilities - a Replacement of FASB Statement No. 125.
MGE retains the servicing responsibility for these receivables.

MGE maintains responsibility for collecting and remitting loan payments from customers to the
financial institution and does not retain any interest in the assets sold to the financial institution. As
of December 31, 2003 and 2002, MGE has recorded a servicing asset of $0.3 million and

$0.2 million, respectively. In 2003 and 2002, gains of $0.1 million and $0.2 million, respectively,
were recognized in connection with the sale of loan assets. In 2001, no gain or loss was
recognized. The servicing asset recognized and the amount amortized in 2003 totaled $0.1 million.
The loan assets are sold to the financial institution at cost, which approximates fair value in view
of their market rates of interest. During 2003 and 2002, MGE received approximately $1.3 million
and $3.3 million, respectively, from the financial institution for the sale of loan assets. During
those same years, payments of $1.6 million and $2.4 million, respectively, were made by MGE to
the financial institution.

MGE would be required to perform under the guarantee if the customer defaulted on their loan.
The energy-related equipment installed at the customer sites is used to secure the customer loans.
The length of the MGE guarantee to the financial institution varies from one to ten years
depending on the term of the customer loan. Principal payments for the next five years on the loans
are $0.9 million in 2004 and 2005 and $0.8 million in 2006, 2007, and 2008.
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f. WCCF Purchase Commitments - MGE Energy.

MGE has entered into various contracts for the purchase of gas and steam turbines and
miscellaneous equipment for the WCCF. Most of these contracts have been assigned or are in the
process of being assigned to MGE Construct. MGE Construct has entered into a contract for the
purchase of chiller equipment. All of these contracts are surnmarized in the following table.

(In thousands) Payments through Remaining
Contract Total December 31, 2003  Contract Amounts

Gasturbines ...........cc .. $30,190 $29,797 $ 393
Steamturbine ..................... 7,805 7,805 -
Heat-recovery steam generators ... .... 11,993 11,993 -
Chiller equipment .. ................ 6,689 1,876 4,813
Project management . ............... 8,400 4,083 4317
Miscellaneous equipment ... ......... 23,901 8,490 15,411
Total ......... .. ... ... $88.978 $64.,044 $24.934

g. Leases - MGE.

Future minimum rental payments at December 31, 2003, under agreements classified as operating
leases with noncancellable terms in excess of one year are as follows:

(In thousands)

2004 .. $1,379
2005 L e 1,023
2006 ... 751
2007 . 595
2008 .. e 524
Thereafter . ......... .. ... .. .. . . . . . ... 4,668
Total minimum future lease payments ........ $8.940

Rental expense under operating leases totaled $1.5 million for 2003 and $1.6 million for 2002 and
2001.

ATC - MGE.

On January 1, 2001, MGE transferred substantially all of its electric transmission facilities to ATC in
exchange for approximately a 5% interest in this joint venture. ATC is comprised of Wisconsin
investor-owned utilities and some Wisconsin municipal utilities, cooperatives, and power-supply
agencies.

MGE has a seat on the Board of Directors of ATC and has a 20% ownership interest in

ATC Management, [nc. Due to MGE’s ability to exercise significant control over management
activities, MGE has accounted for this investment under the equity method of accounting. MGE
records as equity in earnings of the investee its share of ATC’s earnings, amortization of the

SFAS No. 109 regulatory liability, and deferred investment tax credits related to the transmission
assets transferred to ATC. MGE recorded equity earnings from its investment in ATC of $3.7 million
(pretax) in 2003 and $3.3 million (pretax) both in 2002 and 2001. MGE recorded transmission
expenses from ATC of $13.5 million in 2003, $7.5 million in 2002, and $7.3 million in 2001.
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The PSCW authorized an electric rate surcharge of $4.5 million, or 2%, over a twelve-month period
ended October 23, 2003, for MGE to recover deferred costs associated with the ATC formation and
ongoing incremental transmission costs during 2001 and 2002,

On November 21, 2002, MGE and ATC entered into an interconnection agreement related to
transmission system upgrades for WCCF. MGE issued to the ATC a “Notice to Proceed for the
Procurement of the Equipment” for the system upgrades. MGE has advanced funds for construction to
ATC for transmission equipment related to WCCF in the amounts of $9.2 million and $1.3 million in
2003 and 2002, respectively. MGE expects to advance an additional $0.8 million in 2004. MGE will
be reimbursed by ATC upon completion of the project.

Kewaunee Sale - MGE.

MGE sold to WPSC its 17.8% ownership interest in Kewaunee in September 2001. In exchange for a
cash payment of $15.4 million, MGE transferred its net book value of utility plant ($8.2 million), net
nuclear fuel ($7.9 million), inventories ($1.5 million), and other assets ($0.1 million). These assets
were offset by $2.3 million owed to WPSC. On the closing date, MGE also transferred its qualified
decommissioning fund ($65.0 million, fair market value) and nonqualified decommissioning fund
($28.1 million, fair market value), which decreased accumulated depreciation by an equal amount.

MGE made monthly contributions of approximately $0.7 million (the level authorized by the PSCW)
to the MGE nonqualified decommissioning fund from September 23, 2001, through December 31,
2002. These costs were recovered from customers in rates. MGE’s decommissioning liability is limited
to the fund balances at the closing date plus all decommissioning collections through 2002. MGE’s
nonqualified decommissioning fund is shown on the balance sheet in the Utility Plant section. Under
the Kewaunee sale agreement, MGE was obligated to continue collecting decommissioning costs from
its customers during 2002 and to remit those amounts, net of trust investment expenses and taxes on
investment income, to the WPSC nonqualified decommissioning fund, which it did on January 3,
2003. MGE has no further obligation with respect to the decommissioning of Kewaunee except as
described in the next paragraph with respect to spent nuclear fuel.

The federal government is responsible for the disposition and storage of spent nuclear fuel. Federal
legislation is being considered to establish an interim storage facility. Spent nuclear fuel is currently
stored at Kewaunee. Minor plant modifications to the spent fuel pools in 2001 should ensure
Kewaunee has sufficient fuel storage capacity until the end of its licensed life in 2013. MGE retained
its spent fuel obligations for all fuel burned at Kewaunee for MGE’s share of the generation from the
opening of the plant to the closing date. WPSC took title to such fuel at the closing date.

A surcharge imposed by the National Energy Policy Act of 1992 requires nuclear power companies to
fund the decontamination and decommissioning of U.S. Department of Energy facilities that process
nuclear fuel. As a result, the Kewaunee co-owners are required to pay a surcharge on uranium
enrichment services purchased from the federal government prior to October 23, 1992. On an
inflation-adjusted basis, MGE’s portion of the obligation related to Kewaunee is approximately

$0.8 million at December 31, 2003. MGE is required to continue paying its portion of this annual
assessment.

As allowed under the Kewaunee sale agreement, MGE exercised an option to purchase 90 MW of
electric capacity and energy at a fixed price from September 24, 2001, through September 23, 2003, to
help meet customers’ electric needs.
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20,

WCCEF.

MGE Energy, through MGE Power, MGE Power West Campus, and MGE Construct, is building a
natural gas-fired cogeneration facility on the UW-Madison campus. As planned, the facility will have
capacity to produce 20,000 tons of chilled water, 500,000 pounds per hour of steam, and
approximately 150 MW of electricity. The facility will be jointly owned by the UW and MGE Power
West Campus. The UW will own a controlling interest in the chilled-water and steam plants, which
will be used to meet the growing needs for air-conditioning and steam-heat capacity for the
UW-Madison campus. MGE Power West Campus will own a controlling interest in the electric
generation plant, which will be used to provide electricity to MGE’s customers. MGE will lease the
assets owned by MGE Power West Campus and will operate the entire facility. MGE Construct will be
responsible for the construction of the facility. A PSCW order approving the issuance of a CPCN for
the WCCF was received on October 9, 2003. The ownership, construction, and operation of the facility
has received various other state approvals, and the parties have entered into definitive agreements
including a construction agreement. Construction on the project commenced in October of 2003, and it
is estimated that the project will be completed by the spring of 2005. In 2003, MGE Construct received
a service fee of $1.0 million (pretax) from the State in relation to its role as EPC contractor for WCCF.
The total fee of $5.0 million will be recognized as services are rendered and will be collected over a
22-month period.

MGE Energy, MGE Power West Campus, and MGE Construct have assumed certain risks related to
some of the executed agreements. In the EPC Agreement, MGE Power West Campus is responsible for
cost overruns and MGE Construct is responsible for the construction process of the entire facility,
including paying liquidated damages relating to failure to achieve the Mechanical Completion Date
Guarantee and/or the Acceptance Test Capacity Guarantee. MGE Energy is the guarantor of

MGE Construct’s obligations under the EPC Agreement.

The expected cost to construct WCCF is approximately $180 million in total, of which $103 million is
MGE Power West Campus’ estimated portion. On November 20, 2003, the State paid $19.4 million to
MGE Construct for its share of the costs incurred since its last payment in November of 2002, MGE
Construct is now billing the State monthly for its share of the cost of WCCF in accordance with the
EPC Agreement. As of December 31, 2003, MGE Power West Campus had incurred $48.6 million of
costs on the project, which is reflected in construction work in progress on MGE Energy’s
consolidated balance sheets. These costs largely represent amounts paid under long lead-time
equipment contracts in order to meet project schedules.

Adoption of Accounting Principles and Recently Issued Accounting Pronouncements -
MGE Energy and MGE.

a. SFAS No. 143.

In 2001, FASB issued SFAS No. 143, Accounting for Asset Retirement Obligations.

SFAS No. 143 provides accounting requirements for retirement obligations associated with
tangible long-lived assets. MGE Energy and MGE were required to adopt SFAS No. 143 as of
January 1, 2003. Retirement obligations associated with long-lived assets included within the
scope of SFAS No. 143 are those for which there is a legal obligation under existing or enacted
law, statute, written or oral contract, or by legal construction under the doctrine of promissory
estoppel.
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Effective January 1, 2003, MGE recorded an obligation for the fair value of its legal liability for
asset retirement obligations associated with removing an electric substation, a combustion turbine
generating unit, wind generating facilities, and the photovoltaic generating facilities, all of which
are located on property not owned by MGE and would be removed upon the ultimate end of the
lease. At December 31, 2003, this liability is estimated at $1.4 million and is included in other
deferred liabilities.

At the point the liability for asset retirement is incurred, SFAS No. 143 requires capitalization of
the costs to the related asset, property, plant, and equipment, net. For asset retirement obligations
existing at the time of adoption, the statement requires capitalization of costs at the level that
existed at the point of incurring the liability. These capitalized costs are depreciated over the same
period as the related property. At the date of adoption, the depreciation expense for past periods
was recorded as a regulatory asset in accordance with SFAS No. 71 because MGE believes the
PSCW will allow it to recover these costs in future rates. Current depreciation of the asset
retirement cost is also being deferred as a regulatory asset under SFAS No. 71.

The initial liability is accreted to its present value each period. MGE defers this accretion as a
regulatory asset based on its determination that these costs can be collected from customers. MGE
also may have asset retirement obligations relating to various assets, such as combustion turbine
generating units, small distributed generating units, aboveground and underground storage tanks,
facilities located at Columbia (co-owned with Alliant and WPSC), and certain electric and gas
distribution facilities. These facilities are generally located on property owned by third parties, on
which MGE is permitted to operate by lease, permit, easement, license, or service agreement, but
also include some facilities located on property owned by MGE. The asset retirement obligations
associated with these facilities cannot be reasonably determined due to the indeterminate life of the
related assets.

The pro forma asset retirement obligation MGE would have recognized as of January 1, 2002, had
MGE implemented SFAS No. 143 as of that date, was approximately $1.2 million based on the
information, assumptions, and interest rates as of January 1, 2003, used to determine the

$1.4 million liability recognized upon initial adoption of SFAS No. 143. Because MGE’s
regulators are allowing these costs to be recovered in future rates, adoption of SFAS No. 143 in the
first quarter of 2002 would have had no impact on net income and earnings per share of common
stock. Accordingly, pro forma impacts are not presented.

The following table shows costs as of January 1, 2003, and changes to the asset retirement
obligation and accumulated depreciation during the twelve months ended December 31, 2003.

(a) ®) (©) {d)
(In thousands) . (@+b)
Original Asset Asset Accumulated
Retirement Accumulated Retirement Depreciation-
Obligation Accretion Obligation Related Asset
Balance, Jan. 1, 2003 (date of adoption) . $685 $596 $1,281 $148
Changes through Dec. 31,2003 .. ... 1 79 80 27
Balance, Dec. 31,2003 ........... $686 5675 $1.361 $175

As of December 31, 2003, MGE’s regulatory asset, included in deferred charges, is the total
accumulated accretion ($675,000) and accumulated depreciation ($175,000) or $850,000.

MGE made a significant reclassification related to the reporting of accumulated costs of removal
that are non-SFAS No. 143 obligations. The reclass removed the costs from accumulated
depreciation and recorded them as regulatory liability.
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b.

SFAS No. 146.

In June 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or
Disposal Activities. This statement addresses financial accounting and reporting for costs
associated with exit or disposal activities and nullifies EITF 94-3, Liability Recognition for Certain
Employee Termination Benefits and Other Costs to Exit an Activity (including Certain Costs
Incurred in a Restructuring). SFAS No. 146 is effective for transactions initiated after

December 31, 2002. Adoption of this statement did not have a material impact on the consolidated
financial statements.

SFAS No. 148.

In December 2002, the FASB issued SFAS No. 148, Accounting for Stock-Based
Compensation-Transition and Disclosure. This statement amends FASB Statement No. 123,
Accounting for Stock-Based Compensation, to provide alternative methods of transition for a
voluntary change to the fair value-based method of accounting for stock-based employee
compensation. In addition, the statement amends the disclosure requirements of Statement 123 to
require prominent disclosures in both annual and interim financial statements about the method of
accounting for stock-based employee compensation and the effect of the method used on reported
results. MGE Energy has no stock options as of December 31, 2003, and therefore SFAS No. 148
did not have a material impact on the consolidated financial statements.

SFAS No. 149.

On April 30, 2003, the FASB issued SFAS No. 149, Amendment of SFAS No. 133 on Derivative
Instruments and Hedging Activities. This statement amends and clarifies accounting for derivative
instruments including certain derivative instruments embedded in other contracts for hedging
activities. SFAS No. 149 amends certain other existing pronouncements. The amendments will
result in a more consistent reporting of contracts that are derivatives in their entirety or that contain
embedded derivatives that warrant separate accounting. SFAS No. 149 is effective for contracts
entered into or modified after June 30, 2003. Adoption of this statement did not have a material
impact on the consolidated financial statements.

SFAS No. 150.

In May 2003, the FASB issued SFAS No. 150, Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity. This statement establishes standards for how an
issuer classifies and measures certain financial instruments with characteristics of both liabilities
and equity. It requires that an issuer classify a financial instrument that is within the scope of
SFAS No. 150 as a liability (or an asset in some circumstances). Many of those instruments were
previously classified as equity. SFAS No. 150 is effective for interim periods beginning after

June 15, 2003, for financial instruments entered into or modified after May 31, 2003, except for
mandatorily redeemable financial instruments of nonpublic entities which will be effective for
interim periods beginning after December 15, 2003. Adoption of this statement did not have a
material impact on the consolidated financial statements.

SFAS No. 132.

In December 2003, the FASB issued an amended SFAS No. 132, Employers’ Disclosures about
Pensions and Other Postretirement Benefits. This revised statement requires additional disclosures
to those in the original SFAS No. 132 about the plan assets, obligations, cash flows, and net
periodic benefit cost of defined benefit pension plans and other defined benefit postretirement
plans.
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g. FIN No. 45.

In November 2002, the FASB issued FIN No. 45, Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others. This
interpretation provides the disclosures to be made by a guarantor in interim and annual financial
statements about obligations under certain guarantees. The interpretation also clarifies that a
guarantor is required to recognize, at the inception of a guarantee, a liability for the fair value of
the obligation.

MGE makes available to qualifying customers a financing program for the purchase and
installation of energy-related equipment that will provide more efficient use of utility service at the
customer’s property. MGE is party to a chattel paper purchase agreement with a financial
institution under which it can sell or finance an undivided interest with recourse, in up to

§7.5 million of the financing program receivables, until February 28, 2004. Loans totaling

$1.1 million have been sold to the financial institution during 2003. The liability for the fair value
of the obligation associated with these loans is not material.

MGE would be required to perform under the guarantee if the customer defaulted on its loan. The
energy-related equipment installed at the customer sites is used to secure the customer loans. The

length of the MGE guarantee to the financial institution varies from one to ten years depending on
the term of the customer loan. Principal payments for the next five years on the loans are

$0.9 million in 2004 and 2005 and $0.8 million in 2006, 2007, and 2008.

h. FIN No. 46.

In January 2003, the FASB issued FIN No. 46, Consolidation of Variable Interest Entities - an
Interpretation of ARB No. 51.” In December 2003, the FASB issued the updated and final
interpretation FIN No. 46-R. FIN No. 46-R requires that an equity investor in a VIE have
significant equity at risk (generally a minimum of 10%, which is an increase from 3% required
under the previous guidance) and hold a controlling interest, evidenced by voting rights, and
absorb a majority of the entity’s expected losses, receive a majority of the entity’s expected
returns, or both. If the equity investor is unable to evidence these characteristics, the entity that
retains these ownership characteristics will be required to consolidate the VIE as the primary
beneficiary. FIN No. 46 was applicable immediately to VIEs created or obtained after January 31,
2003, FIN No. 46-R was effective on December 31, 2003, for interests in entities that were
previously considered special purpose entities under then existing authoritative guidance.

MGE Power West Campus is a VIE pursuant to FIN No. 46-R, as the equity investment at
December 31, 2003, was not sufficient to permit the entity to finance its activities without
additional support. MGE concluded a VIE relationship exists due to the long-term lease
arrangement between MGE and MGE Power West Campus. MGE Power West Campus will lease
a major portion of its assets, a power plant, to MGE, pursuant to this leasing arrangement and
MGE will absorb a majority of the expected losses, residual, or both. The VIE was consolidated
into MGE as of December 31, 2003.

i. EITF 03-11.

In July 2003, FASB issued EITF 03-11, Reporting Realized Gains and Losses on Derivative
Instruments that are subject to SFAS No. 133 (Accounting for Derivative Instruments and Hedging
Activities), and Not Held for Trading Purposes. This issue addresses whether realized gains and
losses should be shown gross or net in the income statement, for contracts that are not held for
trading purposes. This issue will not have a material impact on the consolidated financials
Statements.
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j- FSP106-1.

In January 2004, the FASB issued FASB Staff Position No. FAS 106-1 (FSP 106-1), Accounting
and Disclosure Requirements Related to the Medicare Prescription Drug, Improvement and
Modernization Act of 2003 (the Act). FSP 106-1 permits employers that sponsor postretirement
benefit plans (plan sponsors) that provide prescription drug benefits to retirees to make a one-time
election to defer accounting for any effects of the Act. The FSP 106-1 requires all plan sponsors to
provide certain disclosures, regardiess of whether they choose to account or defer accounting.
FSP 106-1 is effective for annual fiscal periods ending after December 7, 2003. If deferral is
elected, the deferral must remain in effect until the earlier of (1) the issuance of guidance by the
FASB on how to account for the federal subsidy to be provided to plan sponsors under the Act or
(2) the remeasurement of plan assets and obligations subsequent to January 31, 2004. MGE has
elected to defer recognition of the Act.

k. SEC SAB No. 104.

In December 2003, the SEC issued SAB No. 104 regarding revenue recognition. SAB No. 104
revises or rescinds portions of the interpretive guidance included in Topic 13 of the codification of
Staff Accounting Bulletins to make the guidance consistent with current authoritative accounting
and auditing guidance and SEC rules and regulations. MGE Energy and MGE will comply with
the revised guidance.

Segment Information - MGE Energy and MGE.

Prior to 2003, MGE Energy operated in two business segments: electric utility operations and gas
utility operations. In 2003, MGE Energy added a third segment for nonutility energy operations as
discussed below. The electric utility business generates and distributes electricity and contracts for
transmission service. The gas utility business purchases and distributes natural gas and contracts for
the transportation of natural gas. Both the electric and gas segments operate through MGE Energy’s
principal subsidiary MGE.

The nonutility energy operations are conducted through MGE Energy’s other subsidiaries: MGE
Power, MGE Power West Campus, and MGE Construct. These subsidiaries have been formed to own
and construct new electric generating capacity and are currently undertaking the construction of
WCCEF, a 150-MW cogeneration plant on the UW-Madison campus. Construction on this facility
started in the fall of 2003. The table below shows key information about all three of these segments,
including the distribution of net assets, for the years ended December 31.

General corporate expenses include the cost of executive management, corporate accounting and
finance, information technology, risk management, human resources and legal functions, and employee
benefits that are allocated to electric and gas based on formulas prescribed by the PSCW. Identifiable
assets are those used in MGE’s operations in each segment. Corporate assets consist primarily of cash
and cash equivalents and deferred taxes.
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The following table shows segment information for MGE Energy’s and MGE’s operations:

(In thousands) Utility
Year ended December 31, 2003 Electric Gas Nonutility  Consolidated
Gross operating revenues .. .......... $ 242,264 $167,550 5 - $ 409,814
Interdepartmental revenues .......... (519) (7,748) - (8,267)
Depreciation and amortization ... ... (16,437) (6,907) - (23,344)
Other operating expenses .......... (196,286) {140,795) (729) (337,810)
Operatingincome . ................. § 29022 $ 12,100 $(729) __$ 40.393
Year ended December 31, 2002
Gross operating revenues .. .......... $ 225,453 $ 126,639 $ - $ 352,092
Interdepartmental revenues .......... (466) (4,530) - (4,996)
Depreciation and amortization . ..... (23,072) (6,290) - (29,362)
Other operating expenses .......... (170,870) (106,292) (280) (277,442)
Operating income . ................. $ 31045  § 9527 $(280) $ 40292
Year ended December 31, 2001
Gross operating revenues .. .......... $ 203,570 $ 136,638 $ - $ 340,208
Interdepartmental revenues .......... (392) (6,105) - (6,497)
Depreciation and amortization . ..... (29,791) (5,868) - (35,659)
Other operating expenses .......... (147,997) (115,384) - (263,381)
Operating income . ................. $ 25390 $ 9281 § - § 34671

MGE’s regulated electric and gas utility operations are the only revenue-generating segments for
MGE Energy. MGE Energy’s nonutility segment does not currently generate any revenues.

(In thousands)

MGE Energy 2003 2002 2001*
Electric operating income . ................ $29,022 $31,045 -
Gas operating income . . . .................. 12,100 9,527 -
Nonregulated operating loss .. .............. (729) (280) -

Consolidated .......................... 40,393 40,292 -
Otherincome ............... ... ... 2,486 2,335 -
Interest eXpense ............oovvivininnn.. (11,776) (12,545) -
Other general taxes . . ..................... (463) (889) -

Netincome .........oouviinenninnen. $30.640 $29.193 -
MGE
Electric operating income . ................ $29,022 $31,045 $25,390
Gas operating income . . ................... 12,100 9,527 9,281

Net operating income ................... 41,122 40,572 34,671
Equity in earnings in ATC ................. 3,687 3,316 3,345
Other income and deductions . ... .......... . (2,951) (1,930) 2,918
Interest expense,net .. .................... (11,529) (12,327) (13,572)

Net income before cumulative effect of a

change in accounting principle . ........... 30,329 29,631 27,362

Cumulative effect of a change in accounting
principle, net of tax benefitof $78 ... .. .. .. (117)

NEtineome . ..ovvvnvin e $30,329 $29.631 $27.245
*MGE Energy was formed in 2002.
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(In thousands) Utility Consolidated
Assets not
MGE Energy and MGE Electric Gas Allocated Nonutility Total

Assets

December 31,2003 ............. $445,728 $165,577 $56,136  $54,246 $721,687

December 31,2002 ............. 414,827 151,548 52,799 20,639 639,813

December 31,2001% ............ 376,568 144,145 39,903 - 560,616
Capital Expenditures

Year ended December 31, 2003 ... $40,833  $13,875 - $28,262 $82,970

Year ended December 31,2002 ... 42,940 15,209 - 18,852 77,001

Year ended December 31, 2001* .. 33,722 8,244 - - 41,966

*MGE Energy was formed in 2002.

22.  Quarterly Summary of Operations (unaudited).

(In thousands, except per-share amounts) Quarters Ended
2003 March 31 June 30 Sept. 30 Dec. 31
Operating revenues:
Regulated electric revenues . ............ $56,099 $58,607 $72.811 $54,228
Regulated gasrevenues . ................ 72,395 24,041 15,120 48,246
Total ....... ... ... 128,494 82,648 87,931 102,474
Operating eXpenses ..................... 111,043 71,015 68,238 91,420
Operating iIncComMe . .................... 17,451 11,633 19,693 11,054
Interest and otherincome . ................ (2,035) (1,991) (2,797) (2,467)
Income tax provision .................... (6,041) (3,809) (6,788) (3,263)
Earnings on common stock . ............. $9.375 __ $5.833 $10.108 $5.324
Earnings per common share ............. $0.53 $0.33 $0.56 $0.29
Dividends pershare ..................... $0.336 $0.336 $0.338 $0.338
2002
Operating revenues:
Regulated electric revenues ............. $50,820 $54,464 $67,953 $51,750
Regulated gasrevenues . . ............... 47,452 19,540 11,477 43,640
Total ... 98,272 74,004 79,430 95,390
Operating eXpenses ..................... 78,001 64,816 59,962 86,187
Operating income .. ................... 20,271 9,188 19,468 9,203
Interest and otherincome . ................ (2,220) (2,457) (1,769) (3,764)
Income tax provision .................... (7,029) (2,312) (7,209) (2,177)
Earnings on common stock . ............. $11.022 £4.419 $10.490 $3.262
Earnings per common share ............. $0.64 $0.26 £0.60 $0.19
Dividends pershare ..................... $0.333 $0.333 $0.336 $0.336
Notes:
*  The quarterly results of operations within a year are not comparable because of seasonal and other
factors.

The sum of earnings per share of common stock for any four quarters may vary slightly from the
earnings per share of common stock for the equivalent twelve-month period due to rounding.

MGE Energy’s operations are based primarily on its utility subsidiary MGE.
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PART II (continued)

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial
Disclosure.

MGE Energy and MGE

None.

Item 9A. Controls and Procedures.
MGE Energy

During the fourth quarter of 2003, MGE Energy’s management, including the principal executive officer and
principal financial officer, evaluated its disclosure controls and procedures related to the recording,
processing, summarization, and reporting of information in its periodic reports that it files with the SEC.
These disclosure controls and procedures have been designed to ensure that material information relating to
MGE Energy, including its subsidiaries, is made known to MGE Energy’s management, including these
officers, by other employees of MGE Energy and its subsidiaries, and that this information is recorded,
processed, summarized, evaluated, and reported, as applicable, within the time periods specified in the SEC’s
rules and forms. Due to the inherent limitations of control systems, not all misstatements may be detected.
These inherent limitations include the realities that judgments in decision making can be faulty and
breakdowns can occur because of simple error or mistake. Additionally, controls can be circumvented by the
individual acts of some persons, by collusion of two or more people, or by management override of the
control. MGE Energy’s controls and procedures can only provide reasonable, not absolute, assurance that the
above objectives have been met. Also, MGE Energy does not control or manage certain of its unconsolidated
entities and thus, its access and ability to apply its procedures to entities that it does not control or manage
are more limited than is the case for the entities that it controls and manages.

As of December 31, 2003, these officers (principal executive officer and principal financial officer)
concluded that MGE Energy’s disclosure controls and procedures were effective to accomplish their
objectives (as defined in the SEC Act of 1934 Rules 13a-15(e) and 15d-15(e)). MGE Energy continually
strives to improve its disclosure controls and procedures to enhance the quality of its financial reporting.

There were no significant changes in MGE’s Energy’s internal controls over financial reporting (as defined
in Rules 13a-15(f) and 15d-15(f) of the Exchange Act) that occurred during the quarter ended December 31,
2003, that have materially affected, or reasonably likely to materially affect the internal control over
financial reporting.

MGE

During the fourth quarter of 2003, MGE’s management, including the principal executive officer and
principal financial officer, evaluated its disclosure controls and procedures related to the recording,
processing, summarization, and reporting of information in its periodic reports that it files with the SEC.
These disclosure controls and procedures have been designed to ensure that material information relating to
MGE is made known to MGE’s management, including these officers, by other employees of MGE, and that
this information is recorded, processed, summarized, evaluated, and reported, as applicable, within the time
periods specified in the SEC’s rules and forms. Due to the inherent limitations of control systems, not all
misstatements may be detected. These inherent limitations include the realities that judgments in decision
making can be faulty and breakdowns can occur because of simple error or mistake. Additionally, controls
can be circumvented by the individual acts of some persons, by collusion of two or more people, or by
management override of the control. MGE’s controls and procedures can only provide reasonable, not
absolute, assurance that the above objectives have been met. Also, MGE does not control or manage certain
of its unconsolidated entities and thus, its access and ability to apply its procedures to the entities that it does
not control or manage are more limited than is the case for the entities that it controls and manages.
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PART II (continued)

As of December 31, 2003, these officers (principal executive officer and principal financial officer)
concluded that MGE’s disclosure controls and procedures were effective to accomplish their objectives (as
defined in the SEC Act of 1934 Rules 13a-15(e) and 15d-15(e)). MGE intends to continually strive to
improve its disclosure controls and procedures to enhance the quality of its financial reporting.

There were no significant changes in MGE’s Energy’s internal controls over financial reporting (as defined
in Rules 13a-15(f) and 15d-15(f) of the Exchange Act) that occurred during the quarter ended December 31,
2003, that have materially affected, or reasonably likely to materially affect the internal control over
financial reporting.
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PART III.

Item 10. Directors and Executive Officers of the Registrants.

MGE Energy

The information required by Item 10 relating to directors and nominees for election as directors at

MGE Energy’s annual meeting of shareholders is incorporated herein by reference to the information under
the heading “ELECTION OF DIRECTORS” (not including the information under the subheading “Audit
Committee Report,” which is not incorporated herein) in MGE Energy’s definitive proxy statement (2004
Proxy Statement) to be filed with the SEC prior to April 29, 2004,

The information required by Item 10 relating to executive officers is set forth above in Item 1. Business -
Executive Officers of the Registrants.

Code of Ethics
MGE Energy has adopted a Code of Ethics applicable to its directors and all of its employees, including its

chief executive officer, chief financial officer, and principal accounting officer. The Code of Ethics is
available on MGE Energy’s Web site at www.mgeenergy.com.

Item 11. Executive Compensation.

See Item 12.

Item 12. Security Ownership of Certain Beneficial Owners and Management.

MGE Energy

The required information for Items 11 and 12 is included in MGE Energy’s 2004 Proxy Statement under the
section “Executive Compensation,” not including “Report on Executive Compensation” and “Company

Performance,” and under the section “Beneficial Ownership of Common Stock,” which is incorporated
herein by reference.

Item 13. Certain Relationships and Related Transactions.
MGE Energy

None.
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PART III (continued)

Item 14. Principal Accountant Fees and Services.

MGE Energy

The information required by Item 14 is incorporated herein by reference to the information under the heading
“OTHER INFORMATION - Independent Accountants” in MGE Energy’s 2004 Proxy Statement.

MGE

The following table presents fees for professional audit services rendered by PricewaterhouseCoopers LLP
for the audit of MGE’s financial statements for the years ended December 31, 2002 and 2003, and fees billed
for other services rendered by PricewaterhouseCoopers LLP during those periods.

2003 2002
Audit Fees:
Audit of financial statements . ............... ... .. ... $182,000 $174,800
Review of SEC filings and comfort letters .................... 8,700 56,000
Total AuditFees .......... .. . .. .. . . . . $190.700  $230.800
Audit-Related Fees:
Financial accounting and reporting standards consultation ....... $14,000 $4,500
Total Audit-Related Fees .. .......... .. ... .. ... ... .... $14.000 $4.500
Tax Fees:
Tax advice on financial accounting issues .................... $6,400 $21,500
Review of federal and state income tax returns ................ 13,400 12,700
Total Tax Fees . ... ..o e $19.800 $34.,200
All Other Fees:
Financial analysis for WCCF project . ....................... $198,400  $386,900
Business resumption and computer security analysis . ........... - 203,600
Total AllOther Fees . ......... ... $198.400  _$590.500

MGE is a wholly owned subsidiary of MGE Energy and does not have a separate audit committee. Instead,
that function is fulfilled for MGE by the MGE Energy Audit Committee. That committee approves each
engagement of the independent accountants to render any audit or nonaudit services before the accountants
are engaged to render those services. The chair of that committee or other designated committee member
may represent the entire committee for purposes of this approval. Any services approved by the chair or
other designated committee member are reported to the full committee at the next scheduled MGE Energy
Audit Committee meeting. No de minimis exceptions to this approval process are allowed under the

MGE Energy Audit Committee Charter, and thus, none of the services described in the preceding table were
approved pursuant to Rule 2-01(c)}(7)(1)(C) of Regulation S-X.
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PART 1V,

Item 15. Exhibits, Financial Statement Schedules, and Reports on Form 8-K.

(a) 1. Financial Statements.

MGE Energy
Report of Independent Auditors . ........... . e 43
Consolidated Statements of Income

for the years ended December 31, 2003, 2002, and 2001 ....................... 45
Consolidated Statements of Cash Flows

for the years ended December 31, 2003, 2002, and 2001 ....................... 46
Consolidated Balance Sheets as of December 31,2003 and 2002 ................... 47
Consolidated Statements of Capitalization as of December 31, 2003 and 2002 ......... 48
Consolidated Statements of Common Equity and Comprehensive Income

as of December 31, 2003, 2002, and 2001 ... . ... ... .. .. ... 49
Notes to Consolidated Financial Statements . ........ ... ... .. .. ... . iii..n... 55
MGE
Report of Independent Auditors .......... ... ... 44
Consolidated Statements of Income

for the years ended December 31, 2003, 2002, and 2001 . ...................... 50
Consolidated Statements of Cash Flows

for the years ended December 31, 2003, 2002, and 2001 ....................... 51
Consolidated Balance Sheets as of December 31, 2003 and 2002 ................... 52
Consolidated Capitalization Statement as of December 31, 2003 and 2002 ............ 53
Consolidated Statements of Common Equity and Comprehensive Income 54

as of December 31, 2003, 2002, and 2001 ........ ... .. ... ... ... ...
Notes to Consolidated Financial Statements .. ......... ... .. ... .. ... ... .. 55

2. Financial Statement Schedule.

Schedule II - Valuation and Qualifying Accounts for MGE Energy, Inc. and Madison Gas and
Electric Company.

All other schedules have been omitted because they are not applicable or not required, or because
the required information is shown in the consolidated financial statements or notes thereto.

3. All Exhibits Including Those Incorporated by Reference.

Exhibits. Certain of the following exhibits are incorporated herein by reference under Rule 12b-32
of the Securities and Exchange Act of 1934, as amended, as indicated by the parenthetical
reference. Certain other instruments which would otherwise be required to be listed below have not
been so listed because such instruments do not authorize securities in an amount which exceeds
10% of the total assets of the applicable registrant and its subsidiaries on a consolidated basis and
the relevant registrant agrees to furnish a copy of any such instrument to the Commission upon
request. An asterisk (*) indicates a management contract or compensatory plan or arrangement,

3.1 Amended and Restated Articles of Incorporation of MGE Energy. (Exhibit 3.1 to
MGE Energy’s Registration Statement on Form S-4, Registration No. 333-72694.)
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PART IV (continued)

3.2 Amended and Restated Bylaws of MGE Energy. (Exhibit 3.2 to MGE Energy’s Registration
Statement on Form S-4, Registration No. 333-72694.)

3.3 Articles of Incorporation of MGE as in effect at May 6, 1996. (Exhibit 3.(i) to Form 10-K
for year ended December 31, 1996, File No. 0-1125.)

34 Amended Bylaws of MGE as in effect at August 16, 2002. (Exhibit 3.4 to Form 10-K for
year ended December 31, 2002, File No. 0-1125.)

4.1 Indenture of Mortgage and Deed of Trust between MGE and Firstar Trust Company, as
Trustee, dated as of January 1, 1946. (Exhibit 7-D to SEC File No. 0-1125.)

4.2 Supplemental Indenture to aforementioned Mortgage and Deed of Trust.

Supplemental Indenture Dated as of Exhibit No. SEC File No.
. Seventeenth February 1, 1993 4F Form 10-K for year ended
December 31, 1992,
File No. 0-1125

4.3 Indenture between MGE and Bank One, N.A., as Trustee, dated as of September 1, 1998.
(Exhibit 4B to Form 10-K for year ended December 31, 1999, File No. 0-1125.)

10.1 Copy of Joint Power Supply Agreement with Wisconsin Power and Light Company and
Wisconsin Public Service Corporation dated February 2, 1967. (Exhibit 4.09 to Registration
Statement, Registration No. 2-27308.)

10.2 Copy of Joint Power Supply Agreement (Exclusive of Exhibits) with Wisconsin Power and
Light Company and Wisconsin Public Service Corporation dated July 26, 1973, amending
Exhibit 5.04. (Exhibit 5.04A to Registration Statement, Registration No. 2-48781.)

10.3 Copy of revised Agreement for Construction and Operation of Columbia Generating Plant
with Wisconsin Power and Light Company and Wisconsin Public Service Corporation dated
July 26, 1973. (Exhibit 5.07 to Registration Statement, Registration No. 2-48781.)

10.4* Form of Severance Agreement. (Exhibit 10F to Form 10-K for the year ended December 31,
1994, File No. 0-1125.)

Statements regarding computation of ratio of earnings to fixed charges:
12.1 MGE Energy, Inc.
12.2 Madison Gas and Electric Company

21.1 Subsidiaries of MGE Energy, Inc.
23.1 Consent of Independent Accountants - MGE Energy, Inc.

Certifications Pursuant to Rule 13a-14(a) and 15d-14(2) of the Securities and Exchange Act
of 1934 as to the Annual Report on Form 10-K for the year ended December 31, 2003 filed
by the following officers for the following companies:

31.1 Filed by Gary J. Wolter for MGE Energy, Inc.

31.2 Filed by Terry A. Hanson for MGE Energy, Inc.

31.3 Filed by Gary J. Wolter for Madison Gas and Electric Company
31.4 Filed by Terry A. Hanson for Madison Gas and Electric Company
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PART IV (continued)

(b)

Certifications Pursuant to Section 1350 of Chapter 63 of Title 18 United States Code
(Sarbanes-Oxley Act of 2002) as to the Annual Report on Form 10-K for the year ended
December 31, 2002, filed by the following officers for the following companies:

32.1 Filed by Gary J. Wolter for MGE Energy, Inc.

32.2 Filed by Terry A. Hanson for MGE Energy, Inc.

32.3 Filed by Gary J. Wolter for Madison Gas and Electric Company
32.4 Filed by Terry A. Hanson for Madison Gas and Electric Company

Reports on Form 8-K.
On October 30, 2003, MGE Energy, Inc. and Madison Gas and Electric Company furnished a

Current Report on Form 8-K dated October 30, 2003, reporting the issuance of a press release
announcing MGE Energy, Inc.’s earnings for the third quarter of 2003.
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PART 1V (continued)

Schedule 11

MGE Energy, Inc. and Madison Gas and Electric Company

Valuation and Qualifying Accounts

Additions
(1 2
Balance at Charged to Charged Net
beginning of costs and to other Accounts Balance at
period expenses accounts written off end of period
Fiscal Year 2001:
Accumulated provision
for uncollectibles . . .. (2,071,104) (2,887,124) - 1,193,901 (3,764,327)
Fiscal Year 2002:
Accumulated provision
for uncollectibles . . .. (3,764,327) (1,149,000) - 2,254,073 (2,659,254)
Fiscal Year 2003:
Accumulated provision
for uncollectibles . . .. (2,659,254) (1,340,863) - 1,264,669 (2,735,448)
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Signatures - MGE Energy, Inc.

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, hereunto duly authorized.

Date: February 27, 2004

MGE Energy, Inc.
(Registrant)

/s/ Gary J. Wolter

Chairman, President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities indicated on February 27, 2004,

/s/ Gary J. Wolter

Gary J. Wolter
Chairman, President and Chief Executive Officer and Director
(Principal Executive Officer)

/s/ Terry A. Hanson

Terry A. Hanson
Vice President, Chief Financial Officer and Secretary
(Principal Financial Officer and Principal Accounting Officer)

/s/ David C. Mebane

David C. Mebane, Vice Chairman of the Board and Director

/s/ Richard E. Blaney

Richard E. Blaney, Director

/s/ F. Curtis Hastings

F. Curtis Hastings, Director

/s/ Regina M. Millner

Regina M. Millner, Director

/s!/ Frederic E. Mohs

Frederic E. Mohs, Director

/s/ John R. Nevin

John R. Nevin, Director

/s/ Donna K. Sollenberger

Donna K. Sollenberger, Director

/s/ H. Lee Swanson

H. Lee Swanson, Director
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Signatures - Madison Gas and Electric Company

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, hereunto duly authorized.

Date: February 27, 2004

Madison Gas and Electric Company
(Registrant)

/s/ Gary J. Wolter

Chairman, President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities indicated on February 27, 2004.

/s/ Gary J. Wolter

Gary J. Wolter
Chairman, President and Chief Executive Officer and Director
(Principal Executive Officer)

/s/ Terry A. Hanson

Terry A. Hanson
Vice President, Chief Financial Officer and Secretary
(Principal Financial Officer and Principal Accounting Officer)

/s/ David C. Mebane

David C. Mebane, Vice Chairman of the Board and Director

/s/ Richard E. Blaney

Richard E. Blaney, Director

/s/ F. Curtis Hastings

F. Curtis Hastings, Director

/s/ Regina M. Millner

Regina M. Millner, Director

/s/ Frederic E. Mohs

Frederic E. Mohs, Director

/s/ John R. Nevin

John R. Nevin, Director

/s/ Donna K. Sollenberger

Donna K. Sollenberger, Director

/s/ H. Lee Swanson

H. Lee Swanson, Director
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